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Also, we believe as the industry continues to outsource back-end manufacturing and packaging development,
we are uniquely suited to fill the ensuing R&D gap through our successful technology licensing model. As
Tessera’s technologies and product development services efforts are meeting the needs of the semiconductor
industry’s largest and fastest growing markets, we expect to be able to grow for many years to come.

-In 2005, one of our goals is to place equal focus on markets in which we already have a strong position
as well as new markets that represent long-term growth opportunities for Tessera. To this end, we have cre-
ated three groups within the company:

1. The Advanced Semiconductor Packaging Group is focused on licensing technology in our core mar-
kets which include: DRAM, Flash, SRAM, DSP, ASIC, ASSP, micro-controllers, logic, and analog devic-
es. This group will work on developing next generation technologies to further strengthen our iong-
term position in our core markets.

2. The Emerging Markets and Technologies Group will focus on expanding Tessera’s technology portfolio
into new areas of electronics miniaturization that hold great promise for the future and lie outside the
core markets listed previously. We anticipate this group will grow through internal development, part-
nerships, and acquisitions.

3. The third group is our Product Miniaturization Division, which drives our Product Development Services
revenue. Our Product Miniaturization Division not only focuses on packaging and component-level
miniaturization, but also addresses the challenge of miniaturization from a system perspective.

In summary, 2004 was a great year with tremendous growth in both IP and Product Development Services rev-
enue. We are bullish for 2005 as we see our technology continuing to be increasingly adopted in the markets
we serve. Long term, we will continue to meet the industry’s demand for miniaturization and increased per-
formance through highly innovative and advanced technologies. We delivered strong performance in our
first full year as a publicly traded company, and we look forward to continued success in 2005 and beyond.

Sincerely,

Bruce M. McWilliams
Chairman, President, and Chief Executive Officer




Expanding our Business

Throughout 2004, we continued to broaden our customer base. Companies that licensed our technology
included: Matsushita, best known for its Panasonic brand, NEC Electronics, one of the world’s 10 largest
semiconductor manufacturers, and Sony, a global leader of consumer electronics. We also expanded
agreements with our existing customers, including Sharp, a company recognized for its innovations and
leading-edge products. To date, over 4.5 billion-semiconductors incorporating our technology have been
shipped, with more than 1.5 billion shipping in 2004 alone.

In 2004, Product Development Services revenue was up 49 percent to $13.1 million from $8.8 million in
2003. This component of our business provides funding for a large portion of our technical effort and is
an important contributor to our ongoing technology development. Product Development Services also
provide an ideal vehicle for transitioning Tessera’s research efforts into fully developed technologies that
can be licensed.
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Future Growth

A key area of future growth for the company is in high-performance memory devices. Currently, the
DRAM industry is transitioning to the next generation of memory, DDR2. Higher performance chip packag-
es are required to meet the stringent performance requirements of DDR2, and we believe our technology
is uniquely positioned for broad adoption for use with DDR2 chips.

Most recently, in the first quarter of 2005, we licensed a broad range of our technologies to Samsung Electron-
ics, the world’s second largest semiconductor manufacturer. Our license with Samsung is particularly
important because Samsung is also the market-leading manufacturer of DRAM devices. Also in 2005, we
signed a new license agreement with Hynix Semiconductor, the world’s second largest manufacturer of
DRAM devices. Together, Samsung and Hynix represent nearly 50 percent of the DRAM market. With these
licenses in place and the transition to DDR2 underway, we are well-positioned to benefit from this large
and exciting growth opportunity in high performance memory.

As shown in the figures that follow, our three core markets of wireless, consumer and computing electron-
ics are by far the largest and fastest growing segments of the semiconductor market.




. 2004 was another outstanding year for Tessera Technologies. Our total
revenue of $72.7 million was up 95 percent over 2003, and our core busi-

" ness of intellectual property revenue (IP), derived primarily from recurring

- royalty payments, grew 56 percent. Our operating income more than
tripled to $35.6 million. In 2004, we achieved significant financial and
technology goals, and we believe these trends will continue in 2005.

As you know, Tessera is a leading provider of miniaturization technologies for the electronics industry. Our
unique expertise in the electrical, thermal and mechanical properties of materials and interconnect makes
it possible for our customers to develop miniaturized, high-performance electronic products. Today, four
of the world’s top five semiconductor manufacturers are active Tessera customers.

Financial Performance

The continued growth of Tessera’s revenue and operating income refiects our success in driving the
adoption of our technology. Our strong financial performance also illustrates the leverage of our technol-
ogy licensing business. Our total revenues of $72.7 million aimost doubled the $37.3 million in revenue
recorded in 2003.
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| We believe gperating income, pro forma income, and free cash flow, which normally are close to being equal for Tessera, are the

' best measures of our company's performance. These metrics enable investors to evaluate our performance without non-cash ad-
justments. The latter two include only casﬁtaxes paid, rather than our book tax provision, because we do not expect ta pay any federal

. or state income taxes for many years to come due to our net operating loss carry forward and the expected magnitude of our stock

' option related tax deductions. These metrics also exclude stock compensation charges.

In 2004, we earned $1.27 per diluted share on a GAAP basis, which includes a $24.7 million non-cash,
non-recurring income tax benefit we recorded in the fourth quarter.
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PART 1

Item 1. Business

Corporate Information

This Annual Report (including the following section regarding Management’s Discu§§} ~dnd Analysis of
Financial Condition and Results of Operations) contains forward-looking statements regarding our business,
financial condition, results of operations and prospects. Words such as “expects,” “anticipates,” “plans,”
“believes,” “seeks,” “estimates” and similar expressions or variations of such words are intended to identify
forward-looking statements, but are not the exclusive means of identifying forward-looking statements in this
Annual Report. Additionally, statements concerning future matters such as the development of new products,
enhancements or technologies, sales levels, expense levels and other statements regarding matters that are not
historical are forward-looking statements.

” e

LI INTS

Although forward-looking statements in this Annual Report reflect the good faith judgment of our
management, such statements can only be based on facts and factors currently known by us. Consequently,
forward-looking statements are inherently subject to risks and uncertainties and actual results and outcomes may
differ materially from the results and outcomes discussed in or anticipated by the forward-looking statements.
Factors that could cause or contribute to such differences in results and outcomes include without limitation those
discussed under the heading “Risk Factors” below, as well as those discussed elsewhere in this Annual Report.
Readers are urged not to place undue reliance on these forward-looking statements, which speak only as of the
date of this Annual Report. We undertake no obligation to revise or update any forward-looking statements in
order to reflect any event or circumstance that may arise after the date of this Annual Report. Readers are urged
to carefully review and consider the various disclosures made in this Annual Report, which attempt to advise
interested parties of the risks and factors that may affect our business, financial condition, results of operations
and prospects.

Tessera, Inc. was incorporated in Delaware in May 1990. In January 2003, pursuant to a corporate
restructuring, Tessera Technologies, Inc., a newly formed Delaware corporation, became the parent holding
company of Tessera, Inc. The primary purpose of the restructuring was to terminate certain rights of first refusat
previously held by some of Tessera, Inc.’s stockholders with respect to sales of Tessera, Inc. stock. Tessera
Technologies, Inc. has no material assets other than its shares of Tessera, Inc., and conducts all of its business
and operations through Tessera, Inc. We do not intend to cause or permit shares of the capital stock of Tessera,
Inc. to be issued or sold to any other person. However, this holding company structure could result in our
stockholders having subordinate rights, as compared to any future stockholders of Tessera, Inc., in a liquidation,
dissolution or reorganization of Tessera, Inc.

Our principal executive offices are located at 3099 Orchard Drive, San Jose, California 95134, Our
telephone number is (408) 894-0700. We maintain a website at www.tessera.com. The reference to our website
address does not constitute incorporation by reference of the information contained on this website.

We own or have rights to trademarks and trade names that we use in conjunction with the operation of our
business, including Tessera and Tessera Technologies. This annual report also includes trademarks and trade
names of other parties.

¢, ELINT

In this annual report, the “Company,” “Tessera,” “we,” “us” and “our” refer to Tessera Technologies, Inc.
and, for periods prior to our corporate restructuring in January 2003 or if the context otherwise requires, Tessera,
Inc., which is our wholly-owned subsidiary.

Overview

We develop semiconductor packaging technology that meets the demand for miniaturization and increased
performance of electronic products. We license our technology to our customers, enabling them to produce
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semiconductors that are smaller and faster, and incorporate more features. These semiconductors are utilized in a
broad range of electronics products including digital cameras, MP3 players, personal computers, personal digital
assistants, video game consoles and wireless phones. In addition, by using our technology, we believe that our
customers are also able to reduce the time-to-market and development costs of their semiconductors.

Our patented technology enables our customers to assemble semiconductor chips into chip-scale packages,
or CSPs, that are almost as small as the chip itself. Our technology also enables multiple chips to be stacked
vertically in a single three-dimensional multi-chip package that occupies almost the same circuit board area as a
CSP. By reducing the size of the semiconductor package and shortening electrical connections between the chip
and the circuit board, our technology allows further miniaturization and increased performance and functionality
of electronic products. We achieve these benefits without sacrificing reliability by allowing movement within the
package, thus addressing critical problems associated with thermally-induced stress which can occur when
packages decrease in size.

We derive license fees and royalties based upon our intellectual property and generate fees for related
services. Our technology has been widely adopted and is currently licensed to more than SO companies, including
Intel, Renesas, Samsung, Sharp, Texas Instruments and Toshiba. We believe that more than 100 companies
across the semiconductor supply chain have invested in the materials, equipment and assembly infrastructure
needed to manufacture products that incorporate our technology. As a result, our technology has been
incorporated into more than 4.5 billion semiconductors worldwide, including more than 1.5 billion
semiconductors shipped in 2004. According to Gartner Dataquest, the market for chip-scale packaging is
expected to grow from 11.2 billion units in 2004 to 23.4 billion in 2007, representing a compound annual growth
rate of 28%. We believe that we are well-positioned to take advantage of this significant expected growth in
CSPs.

Beginning in 2005, management anticipates organizing its operations into two business units: Technology
Licensing Division and System Miniaturization Services Division. Accordingly, we anticipate reporting financial
information for these business units as required by SFAS No. 131, “Disclosures about Segments of an Enterprise
and Related Information.”

Industry Background

Packaged semiconductor chips, which we refer to as semiconductors, are essential components in a broad
range of communications, computing and consumer electronic products. According to the Semiconductor
Industry Association, worldwide semiconductor sales totaled $213.0 billion in 2004 and are expected to grow to
$259.4 billion in 2007. Many electronic products require increasingly complex semiconductors that are smaller
and higher-performing, integrate more features and functions and are less expensive to product than previous
generations of semiconductors. Satisfying the demand for these complex semiconductors requires advances in
semiconductor design, manufacturing and packaging technologies.

The disaggregation of the semiconductor industry and the emergence of intellectual property companies

Historically, most semiconductor companies were vertically integrated. They designed, fabricated, packaged
and tested their semiconductors using internally developed software design tools and manufacturing processes
and equipment. As the cost and skills required for designing and manufacturing complex semiconductors have
increased, the semiconductor industry has become disaggregated, with companies concentrating on one or more
individual stages of the semiconductor development and production process. This disaggregation has fueled the
growth of fabless semiconductor companies, design tool vendors, semiconductor equipment manufacturers, third-
party semiconductor manufacturers, or foundries, semiconductor assembly, package and test companies and
intellectual property companies that develop and license technology to others.

While specialization has enabled greater development and manufacturing efficiency, it has also created an
opportunity for intellectual property companies that develop and license technology to meet fundamental,
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industry-wide challenges. These intellectual property companies gain broad adoption of their technology
throughout the industry by working with companies within the semiconductor supply chain to invest in the
infrastructure needed to support their technology. This collaboration and investment benefits semiconductor
companies by enabling them to bring new technology to market faster and more cost-effectively, without having
to make the investment themselves.

Demand for system-level miniaturization and increased performance

Miniaturization of electronic products, or system-level miniaturization, is a significant challenge for
manufacturers of electronic products and their suppliers, including semiconductor companies. Digital cameras,
MP3 players, personal computers, personal digital assistants, video game consoles, wireless phones and other
electronic products are being made smaller with improved performance and an increasing number of advanced
features. Semiconductor companies have traditionally responded to these challenges by shrinking the size of the
basic semiconductor building block, or transistor, allowing for more transistors to be integrated on a single chip.
For decades, the consistent reduction in transistor size has resulted in higher-performance, lower-cost chips that
require less silicon area. In addition, transistors have become small enough to make it economical to combine
multiple functions, such as logic, memory and analog functions, on a single chip, in what is commonly referred
to as a system-on-a-chip.

Importance of semiconductor packaging

While the integration of increased functionality on a chip is critical to the miniaturization of electronic
products, its impact has been limited by packaging technology, which has not kept pace with the advancements
achieved by chip integration. Semiconductor chips are typically assembled in packages that act as the physical
and electrical interface between the chip and the printed circuit board. The package protects the chip from
breakage, contamination and stress. In addition, the package enables a chip to be easily tested prior to its
incorporation into a system, enabling high system yields lowering the total system cost. Traditional
semiconductor packages are much larger than the chip itself and occupy significant circuit board and system
area. Also, traditional packaging technologies are less capable of accommodating faster semiconductor speeds
due to the package’s longer electrical connections. Due to these limitations, traditional semiconductor packages
are not well suited to meet the increasing demand for product miniaturization, functionality and performance. As
a result, in addition to continuing advancements in chip integration, advanced packaging technology is required
to achieve further miniaturization and higher performance cost-effectively.

Our Solution

We are a leading provider of intellectual property for chip-scale and multi-chip packaging that meets the
increasing demand for miniaturization and performance of electronic products. We license a substantial portion
of our intellectual property under our Tessera Compliant Chip, or TCC, license. This license primarily covers our
core chip-scale and multi-chip packaging patents. In addition, we support the adoption of our technology by
providing our customers with engineering services focused on addressing key issues related to the
miniaturization and performance of electronics products. Our packaging technology provides the following
benefits which are not provided by traditional packaging technologies:

Miniaturization. Our CSP technology enables fully-packaged chips to be almost as small as the chip itself,
which permits increased product miniaturization and functionality. Our multi-chip packaging technology extends
this benefit by enabling multiple semiconductors to be stacked vertically, while occupying about the same circuit
board area as a CSP. For example, our technology is broadly used to produce Flash memory and static random
access memory, or SRAM, devices stacked in a multi-chip package utilized in wireless phones. As a result, we
believe our muiti-chip technology will enable electronic products to achieve new levels of miniaturization.

High performance. Our technology offers shorter electrical connections between the chip and circuit board
and between adjacent chips. Shorter connections allow information to be more rapidly transferred between the
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semiconductors and the system, vielding better system performance. Our technology has been widely adopted for
use in high-speed memory applications, such as high-performance personal computers, network switches and
routers, set-top boxes, workstations and video game consoles, such as the Sony PlayStation®2.

High reliability. The miniaturization of semiconductors often presents reliability problems because the
shorter connections are more vulnerable to breakage due to thermally-induced stress and mechanical shock.
Overcoming these problems has been one of the most significant technical challenges in shrinking semiconductor
packages to the size of the chip itself. Our technology alleviates these problems by allowing movement within
the package. As a result, our technology provides high reliability without the increased package size or cost of
competing technologies for a broad range of applications that require miniaturization.

Cost effectiveness. The significant investment made by semiconductor chip makers, assemblers, and
material and equipment providers in the manufacturing infrastructure that supports our technology enables high-
volume production and broad availability of semiconductors that incorporate our technology. This in turn has
reduced the cost of manufacturing products that incorporate our technology, allowing it to be used in cost-
sensitive semiconductor applications ‘such as dynamic random access memory, or DRAM, Flash memory or
SRAM. We believe that this broad adoption and high velume production of our technology will further increase
its cost-effectiveness.

Our Strategy

Our objective is to be the leading developer and licensor of chip-scale and multi-chip packaging
technologies that meet the increasing demand for miniaturization and performance in a broad range of
communication, computing and consumer electronic products. The following are key elements of our strategy:

Expand the market penetration of our CSP technology. Our patented CSP technology has been incorporated
in over 4.5 billion semiconductors worldwide. As a result of the broad adoption of our technology and existing
infrastructure that supports our technology, we believe that we are well positioned to benefit from the substantial
growth projected for the CSP market. We intend to further increase our share of the CSP market by:

° continuing to target and optimize our technology for large, growing product markets such as digital
cameras, MP3 players, personal computers, personal digital assistants, video game consoles and
wireless phones;

> making continued design, process and cost improvements that drive the incorporation of our technology
in new semiconductor applications, such as application specific integrated circuits, or ASIC
semiconductors, high-performance DRAM, and other logic applications; and '

= identifying and approaching companies whose current products potentially incorporate our technology,
offering them licenses to our technology, and when necessary, enforcing our intellectual property rights
to obtain compensation for the use of our technology.

Accelerate the market acceptance of our three-dimensional multi-chip packaging technology. Our three-
dimensional multi-chip packaging technology extends our CSP technology by enabling multiple chips to be
stacked vertically, while occupying about the same circuit board area as a CSP. This technology is designed for
products in which miniaturization and feature integration are critical, including digital cameras, MP3 players,
personal digital assistants and wireless phones. We intend to accelerate the adoption of our three-dimensional
multi-chip packaging technology by:

o collaborating with our customers to develop multi-chip packages to meet their specific product
requirements;

e capitalizing on the existing materials, equipment and assembly infrastructure that supports our CSP
technology; and




» continuing to reduce the cost of manufacturing semiconductors that incorporate our multi-chip
technology through internal development and collaboration with leading semiconductor materials and
equipment companies.

Provide engineering services to develop and promote the adoption of our technology. We intend to
continue to use our engineering services to accelerate the adoption of our technology, better understand our
customers’ advanced packaging requirements, and develop and broaden our intellectual property portfolio. For
example, we provide our customers with a broad range of services, such as package design, prototype
manufacturing and reliability analysis, to help them develop products that incorporate our technology. This
collaboration allows us to better understand our customers’ future product and packaging technology
requirements. We have generated a substantial portion of our service revenues by providing our engineering
services to various government agencies. These relationships contribute to the development of our advanced
packaging technologies such as three-dimensional multi-chip packaging.

Utilize and enhance the infrastructure supporting our technology. For more than a decade, we have
collaborated with our infrastructure partners to help them develop and make widely available low-cost materials,
equipment and assembly capacity to manufacture products that incorporate our technology. We design new
technologies that are compatible with this existing infrastructure, which facilitates more rapid adoption of these
new technologies. We plan to continue to work with our infrastructure partners to expand the adoption of our
technology.

Broaden our intellectual property portfolio. We intend to continue to broaden our patent portfolio through
internal development, strategic relationships and acquisitions, to enhance the competitiveness and size of our
current businesses and diversify into markets and technologies that complement our current businesses. For
example, we intend to extend our intellectual property portfolio in the area of radio frequency, or RF, module
packaging technology for a broad range of wireless applications. We also intend to continue to utilize our core
competency in aggregating and licensing intellectual property to grow and expand our business.

Create demand by collaborating with system manufacturers and electronic manufacturing service
providers. We work with leading system manufacturers and electronic manufacturing service providers to
increase demand for our chip-scale and multi-chip packaging technology. Through these relationships, we align
our research and development efforts to better meet their needs. This helps us to develop technologies such as
packaging for RF modules, which can be used in new, growing markets, such as Bluetooth, global positioning
systems and Wi-Fi.

Our Technology and Services

We derive the majority of our revenues from license fees and royalties associated with our TCC license. Our
TCC license grants a worldwide right to develop, assemble, use and sell certain CSPs and multi-chip packages.
The licensed technology primarily includes issued patents and pending patent applications during the term of the
license. We also license components of our intellectual property portfolio outside of the TCC license, such as
module and passive component technology suitable for RF products. In addition, we provide a broad range of
engineering, assembly and infrastructure services to our customers.

Our Technology

Our packaging technology is incorporated into semiconductors for use in a broad range of communication,
computing and consumer electronics applications. These semiconductors include:

+ Digital signal processor, or DSP, semiconductors, Flash memory, SRAM and certain ASIC
semiconductors, for use in wireless communication and digital consumer products, such as digital
cameras, MP3 players, personal digital assistants and wireless phones. These markets are expected to
enjoy strong growth. For example, Gartner Dataquest projects the market for CSP-based DSP
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semiconductors will grow from 158 million units in 2004 to 296 million units in 2007, representing a
compound annual growth rate of 23%. Gartner Dataquest also projects the combined Flash memory and
SRAM markets to grow from 2.4 billion units in 2004 to 2.0 billion units in 2006, a compound annual
growth rate of 8%.

¢  DRAM, for use in computing, networking and home entertainment applications, such as personal
computers, network switches and routers, set-top boxes and video game consoles. According to Gartner
Dataquest, the market for CSP-based DRAM is expected to grow from 1 biilion units in 2004 to 4.1
billion units in 2007, a compound annual growth rate of 58%.

Chip-Scale Package Technology Platforms

Although most of our licensees have developed their own proprietary packages incorporating our
intellectual property, we have developed the following CSP platforms which are included in our TCC license:

Micro Ball Grid Array, or uBGA®, Platform. Our uBGA® platform includes the lead-bonded uBGA®
package and the uBGA®-W package, an alternative that uses wire-bonding as opposed to lead bonding as the
package’s internal electrical interconnect. In the uBGA® platform the chip is oriented face-down in the package
with its contacts facing the circuit board. We believe this CSP platform offers the best combination of features to
meet the requirements of high-performance DRAM semiconductors.

UBGA®-F Platform. The uBGA®-F platform has the chip oriented face-up in the package, with its contacts
facing away from the circuit board, and utilizes standard wire-bonding for the package’s internal electrical
interconnect. The technology underlying this platform has been broadly adopted and incorporated into a large
number of customer-developed proprietary packages for DSP semiconductors, Flash memory, SRAM and ASIC
semiconductors used in wireless communication and consumer electronics products.

Multi-Chip Package Technology Platforms

Our technology is incorporated into a number of three-dimensional multi-chip packages used in wireless
communication and digital consumer applications, such as digital cameras, MP3 players, personal digital
assistants and wireless phones. These packages include various combinations of ASIC, DSP, Flash memory and
SRAM semiconductors. In addition, we have developed a family of three-dimensional multi-chip platforms,
which are collectively referred to as the uZ® Stacked Package family, to extend this innovative technology into
new applications to meet the growing demand for higher levels of integration in computing, communications and
consumer electronics.

We also develop and offer solutions which incorporate RF devices in three-dimensional platforms for
wireless applications. In addition to wireless phones, which typically incorporate multiple RF sections or
modules, several initiatives such as Bluetooth and Wi-Fi are aimed at incorporating additional RF capability into
a broad range of handheld, computing and consumer electronic products.

We expect these platforms to build upon the existing CSP infrastructure and to enable further
miniaturization and increased performance and functionality for a broad range of cost-sensitive, high volume
applications. Each platform was developed to resolve complex, technical and business challenges inherent in the
miniaturization of electronic products.

We offer the following multi-chip platforms:

uZ® Chip Stack Platform. The uZ® chip stack platform consists of two or more semiconductors, stacked
vertically on top of each other and wire-bonded to the package substrate. This is a cost-effective, versatile
platform that can be used in a broad range of semiconductors and product applications. The technology
underlying this platform has been broadly adopted and incorporated into a large number of customer-developed
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proprietary stacked multi-chip packages for Flash memory, SRAM, and ASIC semiconductors, that are used in
wireless communication and consumer electronics products.

uZ® Fold-Over Stacked Platform. We have recently introduced our pZ® Fold-Over Stacked platform to
solve an industry-wide problem associated with the integration of different types of functional blocks, such as
processor, memory and various analog blocks, onto a single system-on-a-chip. For example, this package enables
DSP, ASIC and different memory semiconductors to be fully packaged, tested and then integrated, resulting in a
high-yielding system-in-a-package. The uZ® Fold-Over Stacked platform provides a cost-effective solution that
meets wireless phone package height requirements and saves valuable circuit board space, enabling wireless
products that are smaller and lighter with more functionality.

1Z® Ball Stacked Platform. We have also recently introduced our uZ® Ball Stacked platform as a multi-
chip solution that enables the integration of high-performance DRAM while occupying 25% less circuit board
area with 60% of the height of a traditional DRAM package. Because each semiconductor can be individually
tested prior to being assembled in the multi-chip package, common yield problems associated with competing
technologies can be overcome. Our pZ® Ball Stacked platform can be used for cost-sensitive, high-volume
applications, including DRAM modules for high-performance personal computers, workstations and network
switches and routers.

The following table provides a summary of the key features and semiconductor and system applications for

each of our package technologies and the related platforms, all of which are included in our standard TCC license:

Technology Semiconductor
Platform Key Features Applications System Applications
uBGA® * Small DRAM, Flash, | Digital TV, game console,
* High performance SRAM personal computer, set-top
» High reliability box, server, wireless phone
Chip-Scale |  pGA®W |+ Small DRAM Digital TV, game console,
Package ‘ * High performance personal computer, servers,
Technology « High reliability set-top box
* Wire-bond
UBGA®F * Small ASIC, DSP, Digital camera, MP3 player,
* Design flexibility Flash, SRAM personal digital assistant,
* Low cost wireless phone
* Wire-bond
uZ® Chip * Vertical stack Flash / SRAM | Digital camera, MP3 player,
Stack * Small stack personal digital assistant,
* Wire-bond wireless phone
* Design flexibility
uzZ® * Pre-test Numerous Digital camera, MP3 player,
Fold-Over | » Stacked logic and memory logic / memory | personal digital assistant,
Srack » Enables system-in-a-package | configurations | wireless phone
Multi-Chip ¢ Small
Package * Low profile
Technology * 2-4 semiconductor stack
* High reliability
uZ® Ball * Pre-test DRAM, Flash, | Digital camera, MP3 player,
Stack * Stacked memory numerous personal computer, personal
* Small logic / memory | digital assistant, server,
* Low profile configurations | wireless phone
» 2-8 semiconductor stack
* High reliability




Our Services

We provide our customers and partners with engineering, assembly and infrastructure services that we
believe accelerate the adoption of our technology for a broad range of cost-sensitive, high-volume applications.
We provide engineering services to semiconductor makers and assemblers, system manufacturers, electronic
manufacturing service companies and government agencies and their contractors to enable the development of
new packaging technologies. Most of our service revenues are derived from government-related engineering
services.

Engineering services. Our engineering services include customized package design and prototyping,
modeling, simulation, failure analysis and reliability testing and related training services. We provide these
services to semiconductor makers and assemblers, system manufacturers, electronic manufacturing service
companies and government agencies and their contractors. We believe that offering these services accelerates the
incorporation of our intellectual property into'our customers products and aids in our understanding of- thelr
future packaging requirements.

Assembly services. We provide training and consulting services to assist semiconductor assemblers in
designing, implementing, upgrading and maintaining their CSP assembly lines. We also offer services to help
customers address process, equipment, materials and other manufacturing-related issues. This allows our
assembly customers to bring their manufacturing lines incorporating our technology into production more rapidly
and cost-effectively.

Infrastructure services. We offer evaluation, qualification, cost reduction and cost analysis services to
companies that develop and manufacture equipment and materials to support the infrastructure needed to
manufacture semiconductors that incorporate our technology. These services enable infrastructure customers to
evaluate the impact of their specific materials and equipment on the manufacturability and reliability of our
technology.

Customers

Our technology is currently licensed to more than 50 companies. The following table sets forth sales to
customers comprising of 10% or more of total revenues for the periods indicated:

Years Ended
December 31,
2004 2003 2002
Texas Instruments, Inc ... ... . 20% 28% 23%
Intel Corporation . ........oo i 18% 9% 4%
Sharp ..o s 5% 4% 21%

We have a TCC license with Texas Instruments, dated January 1, 2002, that covers the types of BGA
packages that were the subject of our legal proceeding against Texas Instruments in the U.S. District Court.
Under this license Texas Instruments paid a license fee and agreed to pay ongoing royalties on a quarterly
basis. The license has termination provisions for breach, change of control and bankruptcy. In addition, Texas
Instruments may unilaterally terminate the license by giving six months prior notice at any time. Unless earlier
terminated, the license will terminate on December 31, 2013. If the license is not terminated prior to
December 31, 2013, Texas Instruments will have a fully paid-up license under the Tessera patents subject to
the license. Any termination of the agreement would result in a loss by Texas Instruments of its right to use
our intellectual property.

A significant portion of our revenues is derived from licensees headquartered outside of the United States,
principally in Asia, and we expect these revenues will continue to account for a significant portion of total
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revenues in future periods. The table below lists the geographic regions of our customers and the percentage of
revenues derived from each region for the periods indicated:

United States .. ..............
Taiwan . ....................
Singapore ............ ... ...
Korea......................

Years Ended
December 31,
2004 2003 2002

56% 61% 44%
2% 1% 5%
1% 0% 0%
9% 4% 8%
31% 32% 41%
1% 2% 2%

The international nature of our business exposes us to a number of risks, including but not limited to: laws
and business practices favoring local companies; withholding tax obligations on license revenues that we may
not be able to offset fully against our U.S. tax obligations, including the further risk that foreign tax authorities
may re-characterize license fees or increase tax rates, which could result in increased tax withholdings and
penalties; less effective protection of intellectual property than is afforded to us in the United States or other
developed countries and international terrorism and anti-American sentiment, particularly in the emerging

markets.

All of our long-lived assets are located in the United States.

The following is a list of our current licensees and, where indicated, our current sublicensees:

Semiconductor Manufacturers

Advanced Micro Devices Inc.
Cochlear Corporation

Hitachi, Ltd.

Hynix Semiconductor America, Inc.
Intel Corp.

Matsushita (Panasonic)

Mitsubishi Electric and Electronics USA, Inc.

NEC Electronics Corporation (NEC)
Oki Electric Industry Co., Ltd. {(OKI)
Renesas Technology Corp.*

ROHM Corp.

Samsung Electronics Co., Ltd.
Sanyo Electric Co., Ltd.

Seiko Epson Corp.

Sharp Corporation

Siemens AG

Sony Corp.

ST Microelectronics NV

Texas Instruments, Inc.

Toshiba

*  denotes a TCC sublicense

Semiconductor Assemblers

Semiconductor Material Suppliers

Advanced Semiconductor Engineering, Inc. (ASE) 3M Company

Akita Electronics Systems Co., Ltd.*

Amkor Technology, Inc.

ChipMOS Technologies, Inc.

ChipPAC, Inc.

EEMS Italia, SpA

Hitachi Cable, Ltd.

Mitsui High-tec Inc.

Renesas Northern Japan Semiconductor, Inc.*
Renesas Eastern Japan Semiconductor, Inc.*
Orient Semiconductor Electronics Ltd (OSE)
Payton Technology Corp.

Plexus Corp.

Powertech Technology Inc. (PTI)

Shinko Electric Industries Co.

Siliconware Precision Industries Co., Ltd. (SPIL)
United Test and Assembly Center Ltd. (UTAC)

United Test Center Inc. (UTC)
University of Alaska
Walton Advanced Electronics, Ltd.

Compeq Manufacturing Inc.

Hitachi Cable, Ltd.

Hitachi, Ltd.

LG Electronics Inc.

LG Micron Ltd.

Mitsui Mining & Smelting Co., Ltd.
North Corporation

Samsung Electro-Mechanics Co., Ltd.
Samsung Techwin Co., Ltd.

Shinko Electric Industries Co.
Sunright Limited

Most semiconductor material suppliers are licensed under our TCMT license, which requires these licensees
to pay us a license fee, but not royalties.




Saies and Marketing

Our sales activities focus primarily on developing strong, direct relationships at the technical, marketing and
executive management levels with leading companies in the semiconductor industry to license our technologies
and sell our services. We also sell our engineering services to system manufacturers and government agencies
and their contractors. Marketing activities include identifying and promoting application-based technologies for
specific, vertical market needs, such as wireless communications or computing, and identifying major business
opportunities for current and future product development. Product marketing focuses on identifying the needs
and product requirements of our customers. Product marketing also manages the development of all of our
technology throughout the development cycle and creates the required marketing materials to assist with the
adoption of the technology. Marketing communications focuses on advertising and communications that promote
the adoption of our technology.

Research and Development

We believe that our success depends in part on our ability to achieve the following in a cost-effective and
timely manner:

e develop new technologies that meet the changing needs of our customers and their markets;
* improve our existing technologies to enable growth into new application areas; and

e expand our intellectual property portfolio.

Our research and development employees work closely with our sales and marketing employees, as well as
our customers and partners, to bring new products incorporating our technology to market in a timely, high
quality and cost-efficient manner. We also work closely with material and equipment infrastructure providers to
identify new technologies and improve existing technologies for use in the assembly and manufacture of
semiconductor packages that incorporate our technology.

Our service contracts involve research and development for commercial entities and government agencies.
For example, some of our development activities for the pZ~ Fold-Over Stack package technology were partially
funded through service contracts with one of our semiconductor company licensees.

Our research and development efforts currently focus on two major areas:

- Chip-scale packaging. Our CSP efforts focus on developing specific technologies for incorporation of our
CSP technology into new applications, developing prototypes and supporting customers or infrastructure
providers with improvements to products for existing applications.

Multi-chip packaging. Our multi-chip packaging efforts focus on working with customers to incorporate
our technology into their products and applications, developing prototypes and developing new, custom
technologies to meet the needs of future applications.

We have additional research and development efforts underway in a number of areas related to the
miniaturization of electronic products, including areas relating to materials, equipment, packaging, interconnect,
assembly and testing of semiconductors and three-dimensional modules.

Intellectual Property

Our future success and competitive advantage depend upon our continued ability to develop and protect our
intellectual property. To protect our intellectual property, we rely on a combination of patents, trade secrets and
trademarks. We also attempt to protect our trade secrets and other proprietary information through confidentiality
agreements with licensees, customers and potential customers and partners, and through proprietary information
agreements with employees and consultants.
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Our patents address advanced single and multi-chip packaging, related processes, and complementary
technologies. We have made and continue to make considerable investments in expanding and defending our
patent portfolio. See “—~Legal Proceedings” for a description of material legal proceedings in which we have
recently been involved.

As of December 31, 2004, our intellectual property portfolio included 304 issued U.S. patents and 40 issued
international patents. In 2004, 58 additional U.S. standard or provisional patent applications were filed, along
with 5 additional pending international patent applications. Our patents have expiration dates ranging from
January 25, 2009 to May 6, 2022. We continually file new patent applications for new developments in our
technology. There are many countries in which we currently have no issued patents; however, products
incorporating our technology that are sold in jurisdictions where patents have issued must be licensed, or stem
from a licensed source, in order to avoid infringing our intellectual property.

Competition

As a developer and licensor of semiconductor packaging technology, we compete with other technologies,
as opposed to other companies selling products. These competing technologies come principally from the
internal design groups of a number of semiconductor and package assembly companies. Many of these
companies are licensees, or potential licensees, of ours. In fact, many of our licensees consider packaging
research and development to be one of their core competencies.

Semiconductor companies that have their own package design and manufacturing capabilities include but
are not limited to Texas Instruments Incorporated, and the semiconductor divisions of Fujitsu Microelectronics,
Inc., IBM Instruments, Inc., Motorola, Inc., Sharp Corporation and Samsung Electronics Co. Ltd. Among the
advanced packaging technologies developed by such companies are flip-chip and chip-on-board technologies that
compete with our CSP and multi-chip technologies. Our technologies aiso compete with technologies developed
by the internal design groups of package assembly companies such as Advanced Semiconductor Engineering,
Inc., Amkor Technology, Inc. and ChipPAC, Inc.

We believe the principal competitive factors in the selection of semiconductor package technology by
potential customers are:

» proven technology;

*  cost;

+ size and circuit board area;

» performance;

¢ reliability; and

+ available infrastructure.

We believe that our CSP and muiti-chip technologies compete favorably in each of these factors with other
advanced packaging technology solutions.

Employees

As of March 11, 2005, we had 107 employees, with 11 in sales, marketing and licensing, 63 in research and
development (including employees who perform engineering, assembly and infrastructure services under our
service agreements with third parties) and 33 in finance and administration. We have never had a work stoppage
among our employees and no personnel are represented under collective bargaining agreements. We consider our
relations with our employees to be good.
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Available Information

Qur Internet address is www.tessera.com. There we make available, free of charge, our annual report on
Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K and any amendments to those reports,
as soon as reasonably practicable after we electronically file such material with, or furnish it to, the Securities
and Exchange Commission (SEC). Our SEC reports can be accessed through the investor relations section of our
Web site. The information found on our Web site is not part of this or any other report we file with or furnish to
* the SEC.

The public may read and copy any materials that we file with the SEC at the SEC’s Public Reference Room
located at 450 Fifth Street NW, Washington, DC 20549. The public may obtain information on the operation of
the Public Reference Room by calling the SEC at 1-800-SEC-0330. The SEC also maintains electronic versions
of our reports on its website at www.sec.gov.

Item 2. Properties

Our principal administrative, sales, marketing and research and development facilities occupy
approximately 51,000 square feet in one building in San Jose, California, under a lease that expires on May 31,
2011. We believe our existing facilities are adequate for our current needs.

item 3. Legal Proceedings
Samsung Electronics Co. Ltd. v. Tessera, Inc., Civ. No. 02-05837 CW(N.D. Cal.)

As described below, during the fiscal year ending December 31, 2004, we were involved in a lawsuit with
Samsung Electronics Company, Ltd., one of our customers, and its U.S. subsidiaries Samsung Electronics
America and Samsung Semiconductor, Inc. (collectively “Samsung”). ‘

On December 16, 2002, Samsung Electronics Company, Ltd. initiated a declaratory judgment action against
us in the U.S. District Court for the Northern District of California seeking a declaratory judgment, alleging that:
(1) it had not breached the license agreement it entered into with us in 1997 allegedly because its MWBGA,
TBGA, FBGA, MCP and laminate based wBGA semiconductor chip packages are not covered by the license
agreement and, therefore, it owes us no royalties for such packages; (2) the license agreement remained in effect
because it was not in breach for failing to pay royalties for such packages and, therefore, our termination of the
license agreement was not effective; (3) its MWBGA, TBGA, FBGA, MCP and laminate based wBGA
semiconductor chip packages did not infringe our U.S. Patents Nos. 5,852,326, 5,679,977, 6,433,419 and
6,465,893; and (4) these four Tessera patents were invalid and unenforceable.

On February 18, 2003, the Company filed an answer in which the Company denied Samsung’s allegations,
including its allegations that any of the Company’s patents were invalid or unenforceable. The Company also
filed a counterclaim in which the Company alleged that: (1) Samsung Electronics Company, Ltd. had breached
the license agreement by, among other things, failing to pay the Company royalties for the use of the Company’s
U.S. Patents 5,852,326, 5,679,977, 6,433,419, 6,465,893, 5,950,304 and 6,133,627; (2) the Company’s
termination of the 1997 license agreement was effective and the 1997 license agreement was terminated; and (3)
Samsung Electronics Company, Ltd. and its U.S. subsidiaries Samsung Electronics America and Samsung
Semiconductor, Inc. had infringed these six Tessera patents.

On November 16, 2004, after trial of the parties’ contentions of breach on contract and the underlying patent
issues had commenced, the parties executed a Memorandum of Understanding (“MOU”), agreeing to settle the
litigation and ending the trial. The court conditionally dismissed the lawsuit on November 17, 2004. Thereafter,
on January 26, 2005, the parties executed a definitive Settlement Agreement and a Restated License Agreement,
formalizing the MOU. The parties executed a Stipulated Dismissal with Prejudice on February 2, 2005, which the
court signed on February 4, 2005, finally dismissing the lawsuit.
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Tessera, Inc. v. Micron Technology, Inc. et a.., Civil Action No. 02-05-CV-94 (E.D. Tex.)

On March 1, 2005, the Company filed a lawsuit against Micron Technology, Inc. and its subsidiary Micron
Semiconductor Products, Inc. (collectively “Micron”) and against Infineon Technologies AG, Infineon
Technologies Richmond LP and Infineon Technologies North America Corp. (collectively “Infineon”) in the
U.S. District Court for the Eastern District of Texas, alleging infringement of the Company’s U.S. Patents
5,852,326, 5,679,977, 6,433,419, 6,465,893, and 6,133,627 arising from Micron’s and Infineon’s respective
manufacture, use, sale, offer to sell and/or importation of certain packaged semiconductor components and
assemblies thereof. We seek to recover damages, up to treble the amount of actual damages, together with
attorney’s fees and costs. We also seek to enjoin Micron and Infineon from continuing to infringe these patents.

This proceeding has just begun, and the Company cannot predict its outcome. Discovery has not begun, and
no trial date has yet been set. An adverse decision in this proceeding could significantly harm our business.

Item 4. Submission of Matters to a Vote of Security Holders

None.

PART II

Item 5. Market for Registrant’s Common Equity and Related Stockholder Matters

Our common stock began trading publicly on the Nasdaq National Market on November 13, 2003 and is
traded under the symbol “TSRA.” Prior to that date, there was no public market for our common stock. The
following table sets forth the high and low closing sales prices of the common stock during the prior two fiscal
years.

High Low
Fiscal Year Ended December 31, 2003
Fourth Quarter (beginning November 13,2003) ............... $22.25 $16.95
High Low
Fiscal Year Ended December 31, 2004
First Quarter (ended March 31,2004) . ....................... $22.30  $17.00
Second Quarter (ended June 30,2004) . .......... ... ... . ..., $1990 $16.41
Third Quarter (ended September 30,2004) ................... $24.00 $15.77
Fourth Quarter (ended December 31,2004) ................... $39.45  $22.59

As of December 31, 2004, there were outstanding 42,145,267 shares of common stock held by 94
stockholders of record, options to purchase 6,618,040 shares of common stock under our stock option plans and
warrants to purchase 46,017 shares of common stock. We have not paid cash dividends on our common stock
since our inception and we do not anticipate paying any in the foreseeable future.

Initial Public Offering

Our initial public offering of 7,500,000 shares of common stock was effected through a Registration
Statement on Form S-1 (File No. 333-108518) that was declared effective by the Securities and Exchange
Commission on November 12, 2003.

All of the net proceeds from the initial public offering remain invested in short-term, money market funds
pending application of the funds to general corporate purposes, as described in the Registration Statement on
Form S-1.
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Item 6. Selected Financial Data

You should read the following selected consolidated financial data in conjunction with “Management’s
Discussion and Analysis of Financial Condition and Results of Operations” and our consolidated financial
statements and the related notes appearing elsewhere in this annual report.

The consolidated statement of operations data for the fiscal years ended December 31, 2004, December 31,
2003 and December 31, 2002 and the consolidated balance sheet data as of December 31, 2004 and December 31,
2003 are derived from our audited consolidated financial statements appearing elsewhere in this annual report. The
consolidated statement of operations data for the fiscal years ended December 31, 2001 and December 31, 2000 and
the consolidated balance sheet data as of December 31, 2002, December 31, 2001 and December 31, 2000 are
derived from our audited consolidated financial statements that are not included in this annual report. The historical
results are not necessarily indicative of the results to be expected in any future period.

Fiscal Year Ended December 31,
2004 2003 2002 2001 2000
(in thousands, except per share data)

Consolidated statement of operations data

Revenues:
Intellectual property revenues .................. $39,624 $25,393 $17,925 $ 12,258 $ 7,850
Other intellectual property revenues (1) .......... 19,998 3,169 5,715 13,291 —
ServiCe TeVeNnUES . . ..ot i 13,114 8,759 4,630 1,466 3,630
TotalRevenues . ...........c.covvionenn.. 72,736 37,321 28,270 27,015 11,480
Operating expenses:
Costofrevenues ...........c..vvirininiinnan... 9,613 6,734 4,264 5,298 7,003
Research and development . .................... 7,107 7,661 6,700 8,202 9418
Selling, general and administrative .............. 20,144 11,030 7,552 20,761 17,342
Stock-based compensation ............ ... ... 231 1,110 1,942 1,364 13,276
Total operating eXpenses .................. 37,095 26,535 20,458 35,625 47,039
Operating income (10ss) . .......... oo 35,641 10,786 7,812 (8,610) (35,559)
Interest and other income, net ...................... 828 195 45 409 1,300
Income (loss) beforetaxes . ........... .. ... . ...... 36,469 10,981 7,857 (8,201) (34,259)
Benefit (provision) for income taxes ................. 22,594 (1,626) (1,318) — —
Discontinued Operations .. .............oiiuien..n, — — — — 179
Netincome (108S) . ..ot vie i $59,063 $ 9,355 $ 6,539 $ (8,201) $(34,080)
Cumulative preferred stock dividends in arrears (2) ... .. $ — 306,187 $(12,941) $(11,764) $(10,347)
Deemed preferred stock dividend ........... ... .... (1,284)
Net income (loss) attributable to common stockholders .. $59,063 $ 3,168 $ (6,402) $(19,965) $(45,711)
Net income (loss) per common share; basic ........... $ 147 $ 028 $ (094 $ (3.18) $ (845
Net income (loss) per common share; diluted .......... $ 127 $ 022 % (094) $ (3.18) $ (8.45

Weighted average number of shares used in per share
calculation, basic (3) ... ... ... oo 40,077 11,141 6,784 6,282 5411

Weighted average number of shares used in per share
calculation, diluted (3) ......... .. ... ... ... ... 46,622 41,653 6,784 6,282 5,411

(1) Other intellectual property revenues consist of a portion of the payments received through license
negotiations or the resolution of patent disputes, insofar as such payments include amounts for royalties
related to previous periods.
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(2) All outstanding shares of preferred stock were converted into shares of common stock in connection with
our initial public offering.

(3) See note 2 of Notes to Consolidated Financial Statements in this annual report for an explanation of the
methods used to determine the number of shares used to compute per share amounts.

Fiscal Year Ended December 31,

2004 2003 2002 2001 2000
(in thousands)

Consolidated balance sheet data:

Cash, cash equivalents and short-term investments . .. .. $108,339 $64,379 $20,170 $ 1,577 §$ 23,510

Total @sSets ... v e 139,682 70,081 24,170 24,583 20,643

Redeemable convertible preferred stock ............. — — 96,000 96,000 96,000

Deferred stock-based compensation . ............... (414) (153) (620) (2,477) (13,393)
Total stockholders’ (deficit) equity ................. 134976 65,989 (74,492) (83,764) (77,146)

Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations
Overview

We develop semiconductor packaging technology that meets the demand for miniaturization and increased
performance of electronic products. We license our technology to our customers, enabling them to produce
semiconductors that are smaller and faster, and incorporate more features. These semiconductors are utilized in a
broad range of communications, computing and consumer electronics products. In addition, by utilizing our
technology, we believe that our customers are also able to reduce the time-to-market and development costs of
their semiconductors.

From our inception in 1990 through 1995, we engaged principally in research and development activities
related to chip-scale and multi-chip packaging technology. We began generating revenues from licenses of our
intellectual property in 1994. We began manufacturing activities in 1997 to support market acceptance of our
technology. We discontinued most of these manufacturing activities in 1999, after many suppliers had developed
the manufacturing infrastructure to implement our technology. We continue to develop prototypes and
manufacture limited volumes of select products.

We generate revenues from two primary sources:

» intellectual property, which represents the majority of our revenues and consists of license fees for our
patented technologies and royalties on semiconductors shipped by our licensees that employ these
patented technologies; and

* services, which utilize or further our intellectual property.

Licensees pay a non-refundable license fee. Revenues from license fees are generally recognized once the
license agreement has been executed by both parties. In some instances, we provide training to our licensees
under the terms of the license agreement. The amount of training provided is limited and is incidental to the
licensed technology. Accordingly, in instances where training is provided under the terms of a license agreement,
a portion of the license fee is deferred until the training has been provided. The amount of revenue deferred is
based on the price we charge for similar services when they are sold separately.

Semiconductor manufacturers and assemblers pay on-going royalties on their shipment of semiconductors
incorporating our intellectual property. Royalty payments are primarily based upon the number of electrical
connections to the semiconductor chip in a package covered by our technology, although we do have
arrangements in which royalties are paid based upon a percent of the net sales price. Our licensees report
royalties quarterly, and most also pay on a quarterly basis. As there is no reliable basis on which to estimate our
royalty revenues prior to obtaining these reports from our licensees, we recognize royalty revenue when we
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receive a royalty report from our customer. We receive these reports the quarter after the semiconductors that
incorporate our technology have been shipped: .

From time to time, we receive payments through license negotiations or the resolution of patent disputes.
These settlements generally include amounts for royalties related to previous periods based on historical
production volumes. These amounts are reported as “other intellectual property revenues” in the statement of
operations. Other intellectual property revenue will vary significantly on a quarterly basis.

Service revenues are primarily derived from engineering services, including related training services.
Revenues from services related to training are recognized as the services are performed. Revenues from other
services are recognized on a percentage-of-completion or completed contract method of accounting depending on
the nature of the project. Under the percentage-of-completion method, revenues recognized are that portion of the
total contract price equal to the ratio of costs expended to date to the anticipated final total costs based on current
estimates of the costs to complete the projects. If the total estimated costs to complete a project were to exceed
the total contract amount, indicating a loss, the entire anticipated loss would be recognized immediately.
Revenues under the completed contract method are recognized upon acceptance by the customer or in accordance
with the contract specifications.

We derive a significant portion of our revenues from licensees headquartered outside of the United States,
principally in Asia, and these revenues accounted for 42.7% of our total revenues for the year ended December
31, 2004. We expect that these revenues will continue to account for a significant portion of revenues in future
periods. All of our revenues are denominated in U.S. dollars. For the year ended December 31, 2004, Intel
Corporation and Texas Instruments each accounted for over 10% of total revenues. For the year ended December
31, 2003, Texas Instruments accounted for over 10% of total revenues.

We license most of our CSP and multi-chip packaging technology under a license that we refer to as a
Tessera Compliant Chip, or TCC, license. The TCC license grants a worldwide right under the licensed patent
claims to assemble, use and sell certain CSPs and multi-chip packages. We generally license semiconductor
material suppliers under our Tessera Compliant Mounting Tape, or TCMT, license. The TCMT license calls for a
one-time license fee and, unlike most of our other licenses, does not require ongoing royalty payments.

Cost of revenues consists primarily of direct compensation, materials, supplies and equipment depreciation
costs. Cost of revenues primarily relates to service revenues as the cost of revenues associated with intellectual
property revenues is de minimis. Consequently, cost of revenues as a percentage of total revenues will vary based
on the percentage of our revenues that is attributable to service revenues.

Research and development expenses consist primarily of compensation and related costs for personnel as
well as costs related to patent applications and examinations, materials, supplies and equipment depreciation. Qur
research and development is conducted primarily in-house and targets both CSP and multi-chip technology. All
research and development costs are expensed as incurred. We believe that a significant level of research and
development expenses will be required for us to remain competitive in the future. We have increased research
and development personnel to 59 at December 31, 2004 from 53 at December 31, 2003, and expect to continue to
increase research and development personnel in the future.

Selling expenses consist primarily of compensation and related costs for sales and marketing personnel,
marketing programs, public relations, promotional materials, travel and related trade show expenses. General and
administrative expenses consist primarily of compensation and related costs for: general management,
information technology, finance and accounting personnel; litigation expenses and related fees; facilities costs;
and professional services. Our general and administrative expenses are not allocated to other expense line items.
We anticipate that our selling, general and administrative expenses will increase as a result of our efforts to
comply with Section 404 of the Sarbanes-Oxley Act of 2002, related regulations and ongoing revisions to
disclosure and governance practices. Excluding litigation expenses, we expect that as a percentage of revenues,

16




these expenses will decrease over time. However, we expect that litigation expenses will continue to be a
material portion of our general and administrative expenses in future periods, and may increase significantly in
some periods, because of our litigation with Samsung, described above in “Legal Proceedings”, and because we
expect that we will become involved in other litigation from time to time in the future in order to enforce and
protect our intellectual property rights.

In connection with the grant of stock options from 1996 through 2004, we recorded an aggregate of $30.3
million in deferred stock-based compensation within stockholders’ equity, due to the difference between the
exercise price and the estimated fair value of common stock on the date of grant. The compensation expense is
amortized over the vesting period of generally four years. As of December 31, 2004, we had an aggregate of
$414,000 of deferred stock-based compensation remaining to be amortized through 2008.

Results of Operations

The following table presents our historical operating results for the periods indicated as a percentage of
revenues:

Fiscal Year Ended December 31,

2004 2003 2002
Revenues:
Intellectual property TeVENUES . . .. ..ottt e 545% 680%  63.4%
Other intellectual property revenues ... ..............c.vvvuriiun... 27.5 8.5 20.2
SEIVICE TEVEIMUES .\ s v v v e e s e et es s e s s e e e e ie s e s e e 18.0 23.5 16.4
Total REVENUES . ...ttt e e e e e e 100.0 100.0 100.0
Operating expenses:
COSt O TEVEINUES . .\ v vttt e e e et et e e e 13.2 18.0 15.1
Research and development .......... ... .. ... i . 9.8 205 23.7
Selling, general and administrative .. .........c.o i, 27.7 29.6 26.7
Stock-based compensation . .......... ... 03 3.0 6.9
Total Operating eXpenses . . ... ....ccuutiteinn et 51.0 71.1 72.4
Operating income (I0SS) . .. ..o i vt e 49.0 289 27.6
Interest and other InCome, NEt . .. .. ..ottt e e e 1.1 0.5 0.2
Income before taxes ... ....ovr it e 50.1 294 27.8
Benefit (provision) forincome taxes .............c. i 31.1 4.4) @.7)
NetinCome .. ... o e e e 81.2% 250% 23.1%

Fiscal Year 2004 and 2003

Revenues. Revenues for the year ended December 31, 2004 were $72.7 million compared with $37.3
million for the year ended December 31, 2003, an increase of $35.4 million, or 94.9%. The $35.4 million
increase was primarily due to a $14.2 million increase in intellectual property revenues, a $16.8 million increase
in other intellectual property revenues and a $4.4 million increase in service revenues.

Intellectual property revenues for the year ended December 31, 2004 were $39.6 million as compared to
$25.4 million for the year ended December 31, 2003, This increase of $14.2 million or 56.0% consisted of $5.8
million from new customers and $8.4 million from existing customers. The increases are attributable to the
signing of five new licensees and an increase in royalties reported by existing customers.

Other intellectual property revenues for the year ended December 31, 2004 were $20.0 million as compared
to $3.2 million for the year ended December 31, 2003. This increase of $16.8 million or 531.1% was primarily
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due to resolutions of negotiations with NEC Electronics Corporation, OKI Electronic Industry Co. Ltd. and
United Test and Assembly Center Ltd., totaling $4.8 million and $15.2 million from existing customers, which
includes the $6.0 million payment received from Samsung Electronics for royalties relating to past production.
These resolutions were greater than the aggregate amount negotiated with five customers in the year ended
December 31, 2003 which totaled to approximately $3.2 million.

Service revenues for the year ended December 31, 2004 were $13.1 million as compared to $8.8 million for the
year ended December 31, 2003, an increase of $4.3 million or 48.9%. This increase is directly related to the increase
in number of government contracts. For the year ended December 31, 2004, revenues from government contracts
increased by $4.6 million or 60.1% over the year ended December 31, 2003. Revenues from government contracts
for the years ended December 31, 2004 and 2003 totaled $12.2 million and $7.6 million, respectively. -

Cost of Revenues. Cost of revenues for the year ended December 31, 2004 increased to $9.6 million, or
13.2% of revenues, from $6.7 million, or 18.0% of revenues, for the year ended December 31, 2003 primarily
due to increased costs associated with an increase in service revenues. Cost of revenues primarily relates to
service revenues as the cost of revenues associated with intellectual property revenues is de minimis. For the year
ended December 31, 2004 and 2003 cost of revenues represented 73.3% and 76.9% respectively, of service
revenues for each associated year. Cost of revenues as a percentage of total revenues will vary based on the
service revenues component of total revenues. The majority of this increase in the year of 2004 was attributable
to the allocation of more personnel to service-related projects and an increase in the number of these projects.
Increased materials and subcontractor costs related to service-related projects also accounted for part of the
increase in cost of revenues.

Research and Development. Research and development expenses for the year ended December 31, 2004
decreased to $7.1 million, or 9.8% of revenues, from $7.7 million, or 20.5% of revenues, for the year ended
December 31, 2003. This decrease of $554,000 in expenses is primarily due to the reassignment of more
personnel resources to service revenues projects.

Selling, General and Administrative. Selling, general and administrative expenses for the year ended
December 31, 2004 increased to $20.1 million, or 27.7% of revenues, from $11.0 million, or 29.6% of revenues for
the year ended December 31, 2003. The increase is attributable to the costs of being a public company and our
litigation with Samsung, described above in “Legal Proceedings.” The increased costs related to being a public
company are primarily salaries, professional fees and insurance. For the year ended December 31, 2004 these costs
were $3.2 million, which included $550,000 of professional charges for the Company’s secondary public offering
that closed on March 31, 2004, Total litigation expenses were $7.2 million for the year ended December 31, 2004,
as compared to $2.9 million for the year ended December 31, 2003. We expect to continue to incur litigation
expenses in upcoming quarters. The addition of personnel and personnel-related expenses for the expansion of sales
and marketing efforts also contributed to the increase in selling, general and administrative expenses.

Stock-based Compensation. Stock-based compensation decreased to $231,000 for the year ended
December 31, 2004 as compared to $1.1 million for the year ended December 31, 2003. The decrease is due to
lower amortization of deferred compensation related to issuance of stock options in 1998 through 2000.

Interest and Other Income, Net. Interest and other income, net was $828,000 for the year ended December
31, 2004, compared to $195,000 for the year ended December 31, 2003. The increase is directly related to
income earned on higher cash balances as a result of the proceeds from the Company’s initial public offering in
November 2003 and positive cash flow generated from operations.

Benefit and Provision for Income Taxes. For the year ended December 31, 2004, we recorded a provision
benefit of $22.6 million consisting of $343,000 of Alternative Minimum Tax (“AMT"), $1.7 million of foreign
withholding taxes off-set-by a benefit for the recognition of deferred tax assets of $24.7 million. The $24.7
million benefit is due to the reversal of the valuation allowance against our net operating loss, (“NOL”). Due to
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historic and current income, prospects of future book income and the resolution of the Samsung litigation,
management determined that a valuation allowance was no longer necessary, as it is more likely than not that the
deferred tax assets will be fully realized. For the year ended December 31, 2003, the provision of $1.6 million
consisted of $213,000 of AMT and $1.4 million of foreign withholding taxes. Foreign withholding taxes paid,
relate to statutory withholding taxes on license and royalty revenues earned in Japan, Korea and Singapore. We
paid no federal or state income taxes in the year ended December 31, 2004 primarily due to our operating NOL
and allowable stock option deductions related to gains that our employees realized on the exercise and sale of
their stock options. In the year ended December 31, 2003, we paid no state income taxes.

Fiscal Year 2003 and 2002

Revenues. Revenues for the year ended December 31, 2003 were $37.3 million compared with $28.3
million for the year ended December 31, 2002, an increase of $9.1 million, or 32.0%. The $9.1 million increase
was primarily due to a $7.5 million increase in intellectual property revenues and a $4.1 million increase in
service revenues, partially offset by a $2.5 million decrease in other intellectual property revenues. The increase
in intellectual property revenues was principally due to a $3.5 million increase in revenues from existing
licensees and a $3.9 million increase in revenues from signing of new licensees. The increase in revenues from
existing licensees was primarily due to increased sales by our licensees of semiconductors that incorporate our
technology, resulting in increased royalty payments. The increase in revenues from new licensees is primarily
due to royalty payments. The increase in service revenues is due to service contracts entered into with new
customers in late 2002 and early 2003. Other intellectual property revenues declined by $2.5 million primarily
because the amounts we received upon our litigation settlement with Sharp Corporation in 2002, totaling $4.0
million, and upon resolution of negotiations with Hitachi, Rohm, Samsung and Toshiba, totaling $1.7 million,
were greater than the aggregate amounts we received upon resolution of negotiations with Intel, Mitsubishi,
Sanyo, Seiko Epson and Shinko in 2003, which totaled approximately $3.2 million.

Cost of Revenues. Cost of revenues for the year ended December 31, 2003 increased to $6.7 million, or
18.0% of revenues, from $4.3 million, or 15.1% of revenues, for the year ended December 31, 2002 primarily
due to increased costs associated with an increase in service revenues. Cost of revenues primarily relates to
service revenues as the cost of revenues associated with intellectual property revenues is de minimis. Cost of
revenues as a percentage of total revenue will vary based on the service revenues component of total revenues.
The majority of this increase in the year of 2003 was attributable to the allocation of more personnel to service-
related projects and an increase in the number of these projects. Increased materials and subcontractor costs
related to service-related projects also accounted for part of the increase in cost of revenues.

Research and Development. Research and development expenses for the year ended December 31, 2003
increased to $7.7 million, or 20.5% of revenues from $6.7 million, or 23.7% of revenues, for the year ended
December 31, 2002. This increase in expenses was primarily due to the addition of personnel, which increased to
53 people as of December 31, 2003 as compared to 46 as of December 31, 2002 and personnel-related costs to
accommodate our expanding research and development activities.

Selling, General and Administrative. Selling, general and administrative expenses for the year ended
December 31, 2003 increased to $11.0 million, or 29.6% of revenues, from $7.6 million, or 26.7% of revenues,
for the year ended December 31, 2002. The increase is attributable to our ongoing litigation with Samsung. Total
litigation expenses were $2.9 million for the year ended December 31, 2003 as compared to $25,000 for the year
ended December 31, 2002. We expect to continue to incur litigation expenses related to the Samsung legal
proceeding in upcoming quarters. The addition of personnel and personnel-related expenses for the expansion of
sales and marketing efforts also contributed to the increase in selling, general and administrative expenses.

Stock-based Compensation. Stock-based compensation decreased to $1.1 million for the year ended
December 31, 2003 as compared to $1.9 million for the year ended December 31, 2002. The decrease is due to

lower amortization of deferred compensation related to issuance of stock options in 1998 through 2000.
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Interest and Other Income, Net. Interest and other income, net was $195,000 for the year ended
December 31, 2003, compared to $45,000 for the year ended December 31, 2002. The increase was due to a
one-time charge for a foreign translation loss of $237,000 in 2002.

Provision for Income Taxes. Provision for income taxes increased to $1.6 million for the year ended
December 31, 2003 from $1.3 million for the year ended December 31, 2002. For the year ended December 31,
2003, the provision consisted of $213,000 of federal alternative minimum tax, or AMT, and $1.4 million of
foreign withholding taxes. For the year ended December 31, 2002, the total provision of $1.3 million related to
foreign withholding taxes. Foreign withholding taxes paid relate to statutory withholding taxes on license and
royalty revenues earned in Japan and Korea. We paid no state income taxes for the year ended December 31,
2003 and no federal or state income taxes for the year ended December 31, 2002.

20




Quarterly Results of Operations

The following table presents our unaudited quarterly results of operations for the eight quarters in the period
ended December 31, 2004. You should read the following table in conjunction with the consolidated financial
statements and related notes contained elsewhere in this annual report. We have prepared the unaudited
information on the same basis as our audited consolidated financial statements. This table includes all
adjustments, consisting only of normal recurring adjustments, that we consider necessary for fair presentation of
our financial position and operating results for the quarters presented. Operating results for any quarter are not
necessarily indicative of results for any future quarters or for a full year.

Three Months Ended
Mar 31, Jun 30, Sep 30, Dec 31, Mar 31, Jun 30, Sep 30, Dec 31,
2003 2003 2003 2003 2004 2004 2004 2004

(in thousands, except per share data)
Revenues: ‘
Intellectual property revenues ... $ 6,547 $ 5,503 $ 5987 $ 7,356 $ 8,896 $ 8,136 $10,399 $12,193
Other intellectual property

TEVENUES .. .vvvv v nnn.. 462 414 1,293 1,000 1,974 6,606 9,350 2,068
Service revenues ............. 2,248 2,266 1,924 2,321 2,251 2,904 3,896 4,063
Total Revenues .......... 9,257 8,183 9,204 10,677 13,121 17,646 23,645 18,324
Operating expenses:
Cost of revenues ........... 1,385 1,657 1,849 1,843 1,850 2,037 2,610 3,116
Research and development . . . 1,793 1,911 1,997 1,960 2,221 1,855 1,490 1,541
Selling, general and
administrative ........... 2,198 2,688 2,839 3,305 4212 4,667 4,954 6,311
Stock-based compensation . .. 233 163 612 102 125 61 20 25
Total operating expenses . . . 5,609 6,419 7,297 7,210 8,408 8,620 9,074 10,993
Operating income . ........... 3,648 1,764 1,907 3,467 4,713 9,026 14,571 7,331
Interest and other income
(expense), net ............. 81 52 69 @) 109 133 233 353
Income before taxes .......... 3,729 1,816 1,976 3,460 4,822 9,159 14,804 7,684
Benefit (provision) for income
TAXES ... (520) 371) (370) (365) (723) (497) (999) 24,813
Netincome ................. 3,209 1,445 1,606 3,095 4,099 8,662 13,805 32,497
Cumulative preferred stock
dividends in arrears ......... (2,742) (3,445) — — — —_ — —
Net income (loss) attributable to
common stockholders ....... $ 467 $(2,000) $ 1,606 $ 3,005 $ 4,099 $ 8,662 $13,805 $32,497

Net income (loss) per common
share; basic ............. $ 007 $(029% 023 $ 013 $§ 011 $ 022 $ 034 § 078

Net income (loss) per common
share; diluted .. .......... $ 006 $(0298% 004 $ 007 $ 009 $ 019 $ 030 $ 0.69

Weighted average number of
shares used in per share
calculation, basic . .......... 6,872 6,828 6,870 23,539 38,465 39,446 40,448 41,657

Weighted average number of
shares used in per share
calculation, diluted ......... 8,353 6,828 40,869 44,711 45904 46,472 46,655 47,229
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The following table presents our historical results for the periods indicated as percentage of revenues, except
per share data.

Three Months Ended
Mar 31, Jun 30, Sep 30, Dec 31, Mar 31, Jun 30, Sep 30, Dec 31,
2003 2003 2003 2003 2004 2004 2004 2004
Revenues:
Intellectual property
TEVENUES . ..o veenan, .. 70.7% 67.2% 65.0% 68.9% 67.8% 46.1% 44.0% 66.5%
Other intellectual property
TEVENUES . . . vt eenn .. 5.0 5.1 14.0 94 15.0 374 39.5 11.3
Service revenues ........... 24.3 27.7 21.0 21.7 17.2 16.5 16.5 22.2
Total Revenues ........ 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Operating expenses: ‘
Costof revenues ......... 15.0 20.2 20.1 17.3 14.1 11.5 11.0 17.0
Research and
development .......... 19.4 234 21.7 18.4 16.9 10.5 6.3 8.4
Selling, general and
administrative ......... 23.7 32.8 30.8 30.9 32.1 26.4 21.0 34.4
Stock-based
compensation . . ........ 25 20 6.6 0.9 1.0 0.3 0.1 0.1
Total operating
. EXpenses ........... 60.6 78.4 79.2 67.5 64.1 48.7 384 59.9
Operating income .......... 394 21.6 20.8 325 359 513 61.6 40.1
Interest and other income ‘
(expense), net ........... 0.9 0.6 0.7 0.1) 0.8 0.8 1.0 1.9
Income before taxes ........ 40.3 22.2 21.5 324 36.7 52.1 62.6 42.0
Benefit (provision) for income
TaXES o v (5.6) 4.5) “4.0) (3.4) (5.5 (2.8) 4.2) 1354
Netincome ............... 347 17.7 17.5 29.0 31.2 49.3 58.4 177.4
Cumulative preferred stock
dividends in arrears ....... (29.6) @42.1H — —_ — —_ — —
Net income (loss) attributable
to common stockholders . . . 50 244% 175% 290% 31.2% 493% 584% 177.4%
Net income (loss) per common
share; basic ............. $007 $029) % 023 $ 013 $ 011 $ 022 $ 034 $ 0.78
Net income (loss) per common
share; diluted ............ $ 006 $029 $ 004 $§ 007 $ 009 $ 019 $ 030 $ 069
Weighted average number of
shares used in per share
calculation, basic ......... 6,872 6,828 6,870 23,539 38,465 39,446 40,448 41,657
Weighted average number of
shares used in per share
calculation, diluted ....... 8,353 6,828 40,869 44,711 45904 46,472 46,655 47,229

Our intellectual property revenues grew sequentially in each quarter of 2004 and 2003, due to an increase in
revenues from both existing licensees and the signing of new licensees with the exception of the quarters ending
June 30, 2004 and June 30, 2003. Our intellectual property revenues declined in the quarter ended June 30, 2004

22




due to a slight decrease in royalty revenue from the prior quarter. The decline in June 30, 2003 was due to the
timing of our signing of new licensees in the prior quarter.

Other intellectual property revenues have been significantly impacted by revenues related to the resolution
of license negotiations and patent disputes, particularly in the quarters ended June 30, 2004 and September 30,
2004, due to our resolution of negotiations with NEC Electronics Corporation and the $6.0 million payment from
Samsung Electronics, respectively.

Cost of revenues has generally increased throughout 2004 and 2003 consistent with overall growth in
service revenues. Our costs of revenues primarily relate to service revenues.

Operating expenses generally increased throughout 2004 and 2003 due to the costs of being a public
company and litigation expenses related to the Samsung case, described above in “Legal Proceedings.” If
litigation expenses are excluded, operating expenses have generally increased in 2004 and 2003 to support our
efforts to comply with evolving laws and regulations regarding corporate governance and the growth in revenues.

Net Operating Losses and Tax Credit Carryforwards

As of December 31, 2004, we had federal net operating loss carryforwards of approximately $ 88.0 million
and state net operating loss carryforwards of approximately $50.1 million. Approximately $44.7 million of the
federal and state net operating loss carryforwards related to stock option deductions. The difference between the
federal and state net operating loss carryforwards is attributable to the capitalization of research and development
costs for state purposes. These operating loss carryforwards began to expire on various dates beginning in 2002,
and will continue to expire through 2022, Under the provisions of the Internal Revenue Code, substantial changes
in our ownership may limit the amount of net operating loss carryforwards that can be utilized annually in the
future to offset taxable income.

Liquidity and Capital Resources

Since our inception, we have financed our operations primarily through sales of equity securities and, more
recently, through cash generated from operations. We have received a total of $93.7 million from private
offerings of our equity securities and we generated $34.6 million of net proceeds from our initial public offering
in November 2003. At December 31, 2004 we had $108.3 million in cash and cash equivalents.

Net cash provided by operating activities for the year ended December 31, 2004 was $36.1 million
compared to $11.7 million for the year ended December 31, 2003. Operating cash flows in 2004 were generated
from net income adjusted for non-cash expenses of $1.3 million and increases in accounts payable and accrued
liabilities of $108,000 and $601,000, respectively, and a decrease in deferred revenue of $95,000. This was
partially off-set by an increase in accounts receivable of $723,000 and other assets of $24.2 million. The increase
in other assets was directly related to recording of our deferred tax assets of $24.7 million. Operating cash flows
in 2003 were generated from net income adjusted for non-cash expenses of $2.1 million and increases in
accounts payable, accrued liabilities and deferred revenue of $226,000, $1.0 million and $202,000, respectively.
This was partially off-set by increases in accounts receivable and other assets of $657,000 and $540,000,
respectively. The increase in accrued liabilities is directly related to increased litigation expenses related to the
Samsung case, described above in “Legal Proceedings.”

Net cash provided by operating activities for the year ended December 31, 2003 was $11.7 million
compared to $18.8 million in the comparable period in 2002. Operating cash flows in 2003 were generated from
net income adjusted for non-cash expenses of $2.1 million and increases in accounts payable, accrued liabilities
and deferred revenue of $226,000, $1.0 million and $202,000, respectively. This was partially off-set by
increases in accounts receivable and other assets of $657,000 and $540,000, respectively. The increase in accrued
liabilities is directly related to increased litigation expenses related to the Samsung case, described above in
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“Legal Proceedings.” Net cash generated by operating activities for the year ended December 31, 2002 was
generated primarily from net income adjusted for non-cash expenses of $3.1 million and a decrease in accounts
receivable of $18.8 million. This was partially offset by decreases in accrued liabilities of $7.1 million and
deferred revenue of $1.8 million. The decrease in accounts receivable was primarily due to the collection of a
receivable related to a legal settlement with Texas Instruments late in 2001. The decrease in accrued liabilities
was primarily due to payment of litigation costs.

Net cash used in investing activities for the year ended December 31, 2004 was $1.8 million consisting of
$1.8 million of property and equipment purchases, off-set by $7,000 of proceeds from the sale of fixed assets.
Net cash provided by investing activities for the year ended December 31, 2003 was $17.4 million, due to the
sales of short-term marketable securities. Net cash used in investing activities for the year ended December 31,
2002 was $18.3 million, primarily due to net purchases of short-term marketable securities, and was primarily
funded by cash from operations.

For the year ended December 31, 2004, net cash flows provided by financing activities were directly related
to net proceeds from exercise of stock options and warrants and from the proceeds of our employee stock
purchase program. Net cash provided by financing activities for year ended December 31, 2003 was $33.9
million comprised primarily of net proceeds of $34.6 million from the Company’s initial public offering. Net
cash provided by financing activities for the comparable period in 2002 was $295,000 representing $567,000 in
proceeds from the exercise of stock options off-set partially by repayment of capital lease obligations.

We believe that based on current levels of operations and anticipated growth, our cash from operations,
together with cash currently available, will be sufficient to fund our operations for at least the next twelve
months. Poor financial results, unanticipated expenses, unanticipated acquisitions of technologies or businesses
or unanticipated strategic investments could give rise to additional financing requirements sooner than we expect.
There can be no assurance that equity or debt financing will be available when needed or, if available, that the
financing will be on terms satisfactory to us and not dilutive to our then-current stockholders.

Contractual Cash Obligations

As of December 31, 2004 the following sets forth our minimum commitments under operating leases:

Year Ended December 31, Amount
(in thousands)

200 e e e e e 379
2006 . . e 377
2007 L 368
2008 e 368
2000 L e 368
Thereafter . ................... e e e 521

Total minimum lease commitments . . ...t vnenn.n.. $2,381

Critical Accounting Policies and Estimates

The preparation of financial statements in conformity with accounting principles generally accepted in the
United States requires management to make estimates and assumptions that affect the reported amounts of assets
and liabilities and disclosure of contingent assets and liabilities at the date of the financial statements and the
reported amounts of revenues and expenses during the reporting period. By their nature, these estimates and
judgments are subject to an inherent degree of uncertainty. On an ongoing basis we re-evaluate our judgments
and estimates including those related to long-lived assets, income taxes, litigation and contingencies. We base
our estimates and judgments on our historical experience, knowledge of current conditions and our beliefs of
what could occur in the future considering available information. Actual results. could differ from those

24




estimates, and material effects on our operating results and financial position may result. Our estimates are
guided by observing the following critical accounting policies:

Revenue Recognition. We recognize revenues in accordance with Securities and Exchange Commission
Staff Accounting Bulletin No. 104, Revenue Recognition in Financial Statements, as amended by SAB 104. SAB
104 requires that four basic criteria must be met before revenues can be recognized: (1) persuasive evidence of an
arrangement exists; (2) delivery has occurred or services have been rendered, (3) the fee is fixed and
determinable; and (4) collectibility is reasonably assured.

In order to determine whether collection is probable, we assess a number of factors, including past
transaction history with the customer and the credit-worthiness of the customer. If we determine that collection is
not reasonably assured, we defer the recognition of revenue at the time until collection becomes reasonably
assured, which is generally upon receipt of payment.

Estimating accrued liabilities. We review our accounts payable and accrued liabilities at each reporting
period, and accrue liabilities as appropriate. During this analysis we consider items such as research and
development activity, commitments made to or the level of activity with vendors, payroll and employee-related
costs, historic spending, budgeted spending and anticipated changes in the costs of services.

Valuation of Long Lived Assets. We evaluate the recoverability of our long-lived assets whenever events
or changes in circumstances indicate that the carrying amount of an asset might not be recoverable, in accordance
with Statement of Financial Accounting Standards No. 144 (“SFAS 144”). Impairment evaluations involve
management estimates of assets’ useful lives and future cash flows. When such an event occurs, we estimate the
future cash flows expected to result from the use of the asset and its eventual disposition. If the undiscounted
expected future cash flows are less than the carrying amount of the asset, an impairment loss is recognized.
Actual useful lives and cash flows could be different from those estimated by our management. This could have a
material effect on our operating results and financial position. To date, no impairment loss has been recognized.
We assess the impairment in value to our long-lived assets whenever events or circumstances indicate that their
carrying value may not be recoverable. Factors we consider important that could trigger an impairment review
include the following:

» operating losses;
» significant negative industry trends;
+ significant underutilization of the assets; and

» significant changes in how we use the assets or our plans for their use.

Stock-based compensation. Our Amended and Restated 2003 Equity Incentive Plan is accounted for in
accordance with Accounting Principles Board No. 25, “Accounting for Stock Issued to Employees” (“APB 257),
and complies with the disclosure provisions of Statement of Financial Accounting Standards No. 123,
“Accounting for Stock-Based Compensation” (“SFAS 1237), and Statement of Financial Accounting Standards
No. 148, “Accounting for Stock-Based Compensation, Transition and Disclosure” (“SFAS 1487). Expense
associated with stock-based compensation is amortized on an accelerated basis over the vesting period of the
individual award consistent with the method described in Financial Accounting Standards Board Interpretation
No. 28, “Accounting for Stock Appreciation Rights and Other Variable Stock Option or Award Plans an
interpretation of APB Opinions No. 15 and 257 (“FIN 287).

We account for stock issued to non-employees in accordance with the provisions of SFAS 123 and
Emerging Issues Task Force Consensus No. 96-18, “Accounting for Equity Instruments That are Issued to Other
Than Employees for Acquiring, or in Conjunction with Selling, Goods or Services” (“EITF 96-18”). Under SFAS
123 and EITF 96-18, stock option awards issued to non-employees are accounted for at fair value using the
Black-Scholes option-pricing model. We believe that the fair value of the stock options are more reliably
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measured than the fair value of the services received. The fair value of each non-employee stock award is
remeasured at each period end until a commitment date is reached, which is generally the vesting date.

Accounting for Income Taxes. We account for income taxes under the provisions of Statement of Financial
Accounting Standards No. 109, “Accounting for Income Taxes.” Under this method, we determine deferred tax
assets and liabilities based upon the difference between the financial statement and tax bases of assets and
income. The tax consequences of most events recognized in the current year’s financial statements are included
in determining income taxes currently payable. However, because tax laws and financial accounting standards
differ in their recognition and measurement of assets, liabilities, equity, revenues, expenses, gains and losses,
differences arise between the amount of taxable income and pretax financial income for a year and between the
tax bases of assets or liabilities and their reported amounts in the financial statements. Because it is assumed that
the reported amounts of assets and liabilities will be recovered and settled, respectively, a difference between the
tax basis of an asset or a liability and its reported amount in the balance sheet will result in a taxable or a
deductible amount in some future years when the related liabilities are settled or the reported amounts of assets
are recovered, hence giving rise to a deferred tax asset. We must then assess the likelihood that our deferred tax
assets will be recovered from future taxable income and to the extent we believe that recovery is not likely, we
must establish a valuation allowance. .

At December 31, 2003, we had deferred tax assets of $26.8 million which were fully reserved with a tax
valuation allowance. During 2004, the deferred tax assets increased by approximately $16.0 million to $42.9
million. Additionally during 2004, manageément determined that it is more likely than not that certain future tax
benefits will be realized as a result of historic and current income, prospects of future book income and the
resolution of the Samsung litigation. Accordingly, we reduced the tax valuation allowance by $24.7 million to
reflect the anticipated utilization of the deferred tax assets. The remaining deferred tax valuation allowance of
$18.2 million relates to deferred tax assets from federal and state net operating losses resulting from stock option
deductions. When recognized, the tax benefit from the loss carryforwards will be accounted for as a credit to
additional paid in capital.

Litigation and Contingencies. From time to time, we have been subject to legal proceedings and claims
with respect to such matters as patents and other actions arising out of the normal course of business, as well as
other matters identified in “Legal Proceedings.”

The results of any litigation are inherently uncertain, and any adverse decision could result in a loss of our
proprietary rights, subject us to significant liabilities, require us to seek licenses from others, limit the value of
our technologies and otherwise negatively impact over business. If we believe that it is probable for a certain
proceeding to result in an adverse decision and that the loss is estimable, we would establish an appropriate
accrual for the loss.

Recent Accounting Pronouncements

On December 16, 2004, the Financial Accounting Standards Board (FASB) issued FASB Statement No.
123R (revised 2004), “Share-Based Payment” (“Statement 123R”), which is a revision of FASB Statement No.
123, “Accounting for Stock-Based Compensation.” Statement 123R supersedes APB Opinion No. 23,
“Accounting for Stock Issued to Employees”, and amends FASB Statement No. 95, “Statement of Cash Flows.”
Generally, the approach in Statement 123R is similar to the approach described in Statement 123. However,
Statement 123R requires all share-based payments to employees, including grants of employee stock options, to
be recognized in the income statement based on their fair values. Pro forma disclosure will no longer be an
alternative. The new standard. will be effective for the Company in the quarter ending December 31, 2005. The
Company is in the process of assessing the impact of adopting this new standard.




Risk Factors
A court invalidation or limitation of our key patents could significantly harm our business.

Our patent portfolio contains some patents that are particularly significant to our ongoing revenues and
business. If any of these key patents are invalidated, or if a court limits the scope of the claims in any of these
key patents, the likelihood that companies will take new licenses and that current licensees will continue to agree
to pay under their existing licenses could be significantly reduced. The resulting loss in license fees and royalties
could significantly harm our business.

We may become involved in litigation with our licensees, potential licensees or strategic partners, which
could harm our business.

We may become involved in a dispute relating to our intellectual property or our contracts, which could
include or be with a licensee, potential licensee or strategic partner. Our former lawsuit with Samsung (a
licensee) and our current lawsuit with Infineon and Micron (potential licensees), as described above in “Legal
Proceedings”, are examples. Any such dispute could cause the licensee or strategic partner to cease making
royalty or other payments to us and could substantially damage our relationship with the company on both
business and technical levels. Any litigation stemming from such a dispute could be very expensive and may
cause us to cease being profitable. Litigation could also severely disrupt or shut down the business operations of
our licensees or strategic partners, which in turn would significantly harm our ongoing relations with them and
cause us to lose royalty revenues. Any such litigation could also harm our relationships with other licensees or
our ability to gain new customers, who may postpone licensing decisions pending the outcome of the litigation.

In addition, many semiconductor and package assembly companies maintain their own internal design
groups and have their own package design and manufacturing capabilities. If we believe these groups have
designed technologies that infringe upon our intellectual property, and if they fail to enter into a license
agreement with us or pay for licensed technology, then we may be forced to commence legal proceedings against
them.

If we fail to protect and enforce our intellectual property rights, our business will suffer.

We rely primarily on a combination of license, development and nondisclosure agreements and other
contractual provisions and patent, trademark, trade secret and copyright law to protect our intellectual property
rights. If we fail to protect our intellectual property rights, our licensees and others may seek to use our
technology without the payment of license fees and royalties, which could weaken our competitive position,
reduce our operating results and increase the likelihood of costly litigation. The growth of our business depends
in large part on our ability to convince third parties of the applicability of our intellectual property to their
products, and our ability to enforce our intellectual property rights against them.

In certain instances, we attempt to obtain patent protection for portions of our intellectual property portfolio,
and our license agreements typically include both issued patents and pending patent applications. If we fail to
obtain patents or if the patents issued to us do not cover all of the claims we asserted in our patent applications,
others could use portions of our intellectual property without the payment of license fees and royalties. We also
rely on trade secret law rather than patent law to protect other portions of our proprietary technology. However,
trade secrets are difficult to protect. We protect our proprietary technology and processes, in part, through
confidentiality agreements with our employees, consultants and customers. We cannot be certain that these
contracts have not been and will not be breached, that we will have adequate remedies for any breach or that our
trade secrets will not otherwise become known or be independently discovered by competitors. If we fail to use
these mechanisms to protect our intellectual property, or if a court fails to enforce our contractual provisions with
respect to these rights, our business will suffer. We cannot be certain that these protection mechanisms can be
successfully asserted in the future or will not be invalidated or challenged.
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We may not be able to protect our confidential information, and this could adversely affect our business.

We generally enter into contractual relationships with our employees that protect our confidential
information. The misappropriation of our trade secrets or other proprietary information could seriously harm our
business. In addition, we may not be able to timely detect unauthorized use or transfer of our intellectual property
and take appropriate steps to enforce our rights. In the event we are unable to enforce these contractual
obligations and our intellectual property rights, our business could be adversely affected.

We may be required to undertake costly legal pmceedmgs to enforce or protect our intellectual property
rights and this may harm our business.

In the past we have found it necessary to litigate to enforce our patents and other intellectual property rights,
to protect our trade secrets, to determine the validity and scope of the proprietary rights of others or to defend
against claims of infringement or invalidity. We currently are involved in litigation with Micron and Infineon
regarding our intellectual property rights, as described above 'in “Legal Proceedings”, and we expect to be
involved in similar litigation in the future. Litigation is inherently uncertain and any adverse decision could result
in a loss of our proprietary rights, subject us to significant liabilities, require us to seek licenses from others, limit
the value of our licensed technology and otherwise negatively impact our business. Whether or not determined in
our favor or settled by us, litigation is costly and diverts our managerial, technical, legal and financial resources
from our business operations.

QOur revenues may suffer if we cannot continue to license or enforce our intellectual property rights or if
third parties assert that we violate their intellectual property rights. :

We rely upon patent, copyright, trademark and trade secret laws in the United States and similar laws in
other countries, and agreements with our employees, customers, suppliers and other parties, to establish and
maintain our intellectual property rights in our technology. However, any of our direct or indirect intellectual
property rights could be challenged, invalidated or circumvented. Further, the laws of certain countries do not
protect our proprietary rights to the same extent as do the laws of the United States. Therefore, in certain
jurisdictions we may be unable to protect our technology adequately against unauthorized third-party use, which
could adversely affect our business. Third parties also may claim that we or our customers are infringing upon
their intellectual property rights. Even if we believe that the claims are without merit, the claims can be time-
consuming and costly to defend and divert management’s attention and resources away from our business.
Claims of intellectual property infringement also might require us to enter into costly settlement or license -
agreements or pay costly damage awards. Even if we have an agreement to indemnify us against such costs, the
indemnifying party may be unable to uphold its contractual agreements to us. If we cannot or do not license the
infringed technology at all or on reasonable terms or substitute similar technology from another source, our .
business could suffer.

A significant amount of our royalty revenues comes from a few market segments and products, and our
business could be harmed if these market segments or products decline,

A significant portion of our royalty revenues comes from the manufacture and sale of packaged
semiconductor chips for DSP, ASIC and memory. In addition, we derive substantial revenues from the
incorporation of our technology into wireless phones. If demand for semiconductors in any one or a combination
of these market segments or products declines, our royalty revenues may be reduced and our business could be
harmed. Moreover, were such a decline to occur, our business could become more cyclical in nature.

QOur revenue is concentrated in a few customers and if we lose any of these customers our reventies may
decrease substantially.

We receive a significant amount of our revenues from a limited number of customers. In fiscal 2004,
revenues from our top customer, Texas Instruments and Intel, accounted for 20% and 18% respectively, of our
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total revenues. We expect that a significant portion of our revenues will continue to come from a few customers
for the foreseeable future. If we lose any of these customers, or if our revenues from them decline, our revenues
may decrease substantially.

Future changes in financial accounting standards or practices or existing taxation rules or practices may
cause adverse unexpected revenue and expense fluctuations and affect our reported results of operations.

A change in accounting standards or practices or a change in existing taxation rules or practices can have a
significant effect on our reported results and may even affect our reporting of transactions completed before the
change is effective. New accounting pronouncements and taxation rules and varying interpretations of accounting
pronouncements and taxation practice have occurred and may occur in the future. Changes to existing rules or the
questioning current practices may adversely affect our reported financial results or the way we conduct our
business.

For example, in the year 2004 the Financial Accounting Standards Board (“FASB”) issued its final standard
on accounting for share-based payments (“SBP”), FASB Statement No. 123R (revised 2004), Share-Based
Payment (FAS 123R), that requires companies to expense the value of employee stock options and similar
awards using fair value methodologies. This accounting change, scheduled for an effective date of June 15, 2005
or any changes in existing taxation rules related to stock options could have a significant negative effect on our
reported results and on our ability to provide accurate guidance on our future reported financial results as a result
of the variability of the factors used to establish the value of stock options.

We are subject to laws and regulations governing government contracts, and failure to address these laws
and regulations or comply with government contracts could harm our business by leading to a reduction in
revenue associated with these customers.

We have agreements relating to services provided to government entities and, as a result, we are subject to
various statutes and regulations that apply to companies doing business with the government. The laws governing
government contracts differ from the laws governing private contracts. For example, many government contracts
contain pricing terms and conditions that are not applicable to private contracts. We are also subject to audits
relating to compliance with the regulations governing government contracts. A failure to comply with these
regulations might result in suspension of these contracts, debarment from future government contracts, or civil
and criminal penalties. In addition, the government may acquire certain intellectual property rights in data
produced or delivered under such contracts and inventions made under such contracts.

Our financial and operating results may vary which may cause the price of our common stock to decline.

We currently provide guidance on revenue and expense and cash taxes on a quarterly and annual basis. Our
quarterly operating results have fluctuated in the past and are likely to do so in the future. Because our operating
results are difficult to predict, you should not rely on quarterly or annual comparisons of our results of operations
as an indication of our future performance. We have had positive net income since the fourth quarter of 2001.
Factors that could cause our operating results to fluctuate during any period include those listed in this “Risk
Factors™ section of this report and the following:

» the timing and compliance with license or service agreement and the terms and conditions for payment
to us of license or service fees under these agreements;

* changes in our royalties caused by changes in demand for products incorporating semiconductors that
use our licensed technology;

* the amount of our service revenues;
» changes in the level of our operating expenses;

» delays in our introduction of new technologies or market acceptance of these new technologies through
new license agreements;
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= our failure to protect or enforce our intellectual property rights;
» legal proceedings affecting our patents or patent applications;
» the timing of the introduction by others of competing technologies;

* changes in demand for semiconductor chips in the specific markets in which we concentrate—digital
signal processor (DSP) semiconductors, application specific integrated circuits (ASIC) semiconductors,
and memory; ’

» changes in accounting principles or a requirement to treat stock option grants as an operating expense;
and -

e cyclical fluctuations in semiconductor markets generally.

It is difficult to predict when we will enter into license agreements. The time it takes to establish a new
licensing arrangement can be lengthy. Delays or deferrals in the execution of license agreements may also
increase as we develop new technologies. Because we generally recognize a significant portion of license fee
revenues in the quarter that the license is signed, the timing of signing license agreements may significantly
impact our quarterly or annual operating results. Under our typical license agreements, we also receive ongoing
royalty payments, and these may fluctuate significantly from period to period based on sales of products
incorporating our licensed technology. We expect to expand our business rapidly which will require us to
increase our operating expenses. We may not be able to increase revenues in an amount sufficient to offset these
increased expenditures, which may lead to a loss for a quarterly period.

Due to fluctuations in our quarterly operating results and other factors, the price at which our common stock
will trade is likely to continue to be highly volatile. In future periods, if our revenues or operating results are
below our estimates or the estimates or expectations of public market analysts and investors, our stock price
could decline. In the past, securities class action litigation has often been brought against companies following a
decline in the market price of their securities. Technology companies have experienced greater than average
stock price volatility than companies in many other industries in recent years and, as a result, have, on average,
been subject to a greater number of securities class action claims. If our stock price is volatile, we may become
involved in this type of litigation in the future. Any litigation could result in substantial costs and a diversion of
management’s attention and resources that are needed to successfully run our business.

System security risks and systems integration issues could disrupt our internal operations or services
provided to customers, which could harm our revenue, increase our expenses and harm our reputation
and stock price.

Despite system redundancy, the implementation of security measures and the continuous monitoring of our
internal information technology networking systems processes and controls, our systems are vulnerable to
damages from numerous sources, including but not limited to; computer viruses, unauthorized access, energy
blackouts, natural disasters, terrorism, war and telecommunication failures. Experienced computer programmers
and hackers may be able to penetrate our network security and misappropriate our confidential information or
that of third parties, create system disruptions or cause shutdowns. As a result, we could incur significant
expenses in addressing problems created by security breaches of our network. In addition, hardware and
operating system software and applications that we procure from third parties may contain defects in design and
manufacture, including “bugs” and other problems that can unexpectedly interfere with the operation of the
system. The costs to eliminate or alleviate security problems, viruses and bugs could be significant, and the
efforts to address these problems could result in interruptions, delays or cessation of service that may impede
critical operating functions.

Portions of our IT infrastructure also may experience interruptions, delays or cessations of service or

produce errors in connection with ongoing systems integration work. In particular, we are in the process of
implementing new financial reporting and enterprise resource planning software. As a part of this effort, we are
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also upgrading hardware and existing software applications to support new implementations and administer our
business information. We may not be successful in implementing the new systems and transitioning data and
other aspects of the process could be expensive, time consuming, disruptive and resource intensive. Any
disruptions that may occur in the implementation of the new systems or any future systems could adversely affect
our ability to report in an accurate and timely manner the results of our operations, our financial position and
cash flows. Disruptions to these systems could also interrupt operational processes and adversely impact our
ability to provide services and support to our customers and fulfill contractual obligations. As a result, our results
of our operations, financial position, cash flows and stock price could be adversely affected.

We recently evaluated our internal controls systems in order to allow management to report on, and our
independent registered public accounting firm to attest to, our internal controls, as required by Section
404 of the Sarbanes-Oxley Act of 2002.

We have performed the system and process evaluation and testing required for compliance with the
management certification and auditor attestation requirements of Section 404. While we have implemented the
requirements relating to internal controls and all other aspects of Section 404 in a timely fashion, we cannot be
certain as to the timing of completion of our evaluation, testing and remediation actions for future finance related
projects or the impact of the same on our operations since there is no precedent available by which to measure
compliance adequacy. Current infrastructure projects to replace legacy accounting systems and other systems
related to financial information require that we implement the requirements of Section 404 in a timely manner for
these new applications. If we do not complete these requirements in a timely fashion or with adequate
compliance, we might be subject to investigation by regulatory authorities and a loss of public confidence in our
internal controls, which could adversely affect our financial results and the market price of our common stock. In
addition, to the extent that we or our independent registered public accounting firm identify a significant
deficiency in our internal controls, the resources and costs required to remediate such deficiency could have a
material adverse impact on our future results of operations.

We have a royalty-based business model, which is inherently risky.

Our long-term success depends on future royalties paid to us by licensees. Royalty payments are primarily
based upon the number of electrical connections to the semiconductor chip in a package covered by our licensed
technology, although we do have royalty arrangements in which royalties are paid based upon a percent of the net
sales price or in which royalties are paid on a per package basis. We are dependent upon our ability to structure,
negotiate and enforce agreements for the determination and payment of royalties. We face risks inherent in a
royalty-based business model, many of which are outside of our control, such as the following:

» the rate of adoption and incorporation of our technology by semiconductor manufacturers and
assemblers;

+ the extent to which large equipment vendors and materials providers develop and supply tools and
materials to enable manufacturing using our packaging technology;

¢ the demand for products incorporating semiconductors that use our licensed technology; and

* the cyclicality of supply and demand for products using our licensed technology.

It is difficult for us to verify royalty amounts owed to us under our licensing agreements, and this may
cause us to lose revenues.

The standard terms of our license agreements require our licensees to document the manufacture and sale of
products that incorporate our technology and report this data to us on a quarterly basis. Although our standard
license terms give us the right to audit books and records of our licensees to verify this information, audits can be
expensive, time consuming and potentially detrimental to our ongoing business relationship with our licensees.
As a result, to date, we have primarily relied on the accuracy of the reports themselves without independently
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verifying the information in them. Our failure to audit our licensees’ books and records may result in us receiving
less royalty revenues than we are entitled to under the terms of our license agreements.

Failure by our licensees to introduce products using our technology could limit our royalty revenue growth.

Because we expect a significant portion of our future revenues to be derived from royalties on
semiconductors that use our licensed technology, our future success depends upon our licensees developing and
introducing commercially successful products. Any of the following factors could limit our licensees’ ability to
introduce products that incorporate our technology:

o the willingness and ability of materials and equipment suppliers to produce materials and equipment that
support our licensed technology, in a quantity sufficient to enable volume manufacturing;

o the ability of our licensees to purchase such materials and equipment on a cost-effective and timely
basis;

o the willingness of our licensees and others to make investments in the manufacturing process that
supports our licensed technology, and the amount and timing of those investments; and

° our licensees’ ability to design and assemble packages incorporating our technology that are acceptable
to their customers.

Failure by the semiconductor industry to adept new high performance DRAM chips that utilize our -
packaging technology would significantly harm our business.

To date, our packaging technology has been used by several companies for high performance dynamic
random access memory, or DRAM, chips. For example, packaging using our technology was designated by
Rambus as the reference design package for its high performance Rambus DRAM chips. However, the DRAM
designed by Rambus has not been widely adopted due to the use of competing technologies such as the first
generation of DDR DRAM, which does not widely utilize advanced packaging technologies. DRAM
manufacturers are also currently developing new high performance DRAM chips such as the next generation of
DDR, referred to as DDR2 and DDR3, to meet increasing speed and performance requirements of electronic
products. We believe that these new high performance DRAM chips will require advanced packaging
technologies such as CSP, and we currently have licensees, including Samsung, who are paying royalties for
DDR2 chips in advanced packages.

We anticipate that royalties from shipments of these new, high performance DRAM chips packaged using
our technology may account for a significant percentage of our future revenues. If semiconductor manufacturers
do not adopt new, high performance DRAM as quickly as is currently being projected by industry sources or find
an alternate viable packaging technology for use with their high performance DRAM chips, or if we do not
receive royalties from new, high performance DRAM chips that use our technology, our future revenues could be
adversely affected.

Our technology may be too expensive for certain new, high performance DRAM manufacturers, which
could significantly reduce the adoption rate of our packaging technology in new, high performance DRAM chips.
Even if our package technology is selected for at least some of these new, high performance DRAM chips, there
could be delays in the introduction of products utilizing these chips that could materially affect the amount and
timing of any royalty payments that we receive. Other factors that could affect adoption of our technology for
new, high performance DRAM products include delays or shortages of materials and equipment and the
availability of testing services.

Competing technologies may harm our business.

We expect that our technologies will continue to compete with technologies of internal design groups of
semiconductor manufacturers and assemblers. These internal design groups create their own packaging solutions,
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and have direct access to their company’s technical information and technology roadmaps, and have capacity,
cost and technical advantages over us. If these internal design groups design around our patents, they may not
need to license our technology. These groups may design package technology that is less expensive to implement
than ours or provides products with higher performance or additional features. Many of these groups have
substantially greater resources, financial or otherwise, than us and lower cost structures. As a result, they may be
able to get their package technology adopted more easily and quickly. For instance, certain flip chip technologies
are being used by large semiconductor manufacturers and assemblers for a variety of semiconductors, including
processors and memory. Another example of a competitive technology is the small format lead frame packages
that are also gaining popularity. The companies using these technologies are utilizing their current lead frame
infrastructure to achieve cost-effective results.

In the future, our licensed technologies may also compete with other package technologies. These
technologies may be less expensive than ours and provide higher or additional performance. Companies with
these competing technologies may also have greater resources than us. Technological change could render our
technologies obsolete, and new, competitive technologies could emerge that achieve broad adoption and
adversely affect the use of our intellectual property.

If we do not create and implement new designs to expand our licensable technology portfolio, our
competitive position could be harmed and our operating results adversely affected.

We derive a significant portion of our revenues from licenses and royalties from a relatively small number
of key technologies. We plan to devote significant engineering resources in order to develop new packaging
technologies to address the evolving needs of the semiconductor and the consumer electronic industries. To
remain competitive, we must introduce new technologies or designs in a timely manner and the market must
adopt them. Developments in packaging technologies are inherently complex, and require long development
cycles and a substantial investment before we can determine their commercial viability. We may not be able to
develop and market new technologies in a timely or commercially acceptable fashion. Moreover, our currently
issued U.S. patents expire at various times from January 25, 2009 through May 6, 2022. We need to develop and
patent successful innovations before our current patents expire.

We also may attempt to expand our licensable technology portfolio and technical expertise by acquiring
technology or developing strategic relationships with others. These strategic relationships may include the right
for us to sublicense technology to others. However, we may not be able to acquire or obtain rights to licensable
technology in a timely manner or upon commercially reasonable terms. Moreover, our research and development
efforts, and acquisitions and strategic relationships, may be futile if we do not accurately predict the future
packaging needs of the semiconductor and consumer electronics industries. Our failure to develop or acquire new
technologies could significantly harm our business.

Our licensing cycle is lengthy and costly and our marketing and sales efforts may be unsuccessful.

We generally incur significant marketing and sales expenses prior to entering into our license agreements,
generating a license fee and establishing a royalty stream from-each licensee. The length of time it takes to
establish a new licensing relationship can range from 6 to 18 months or longer. As such, we may incur significant
losses in any particular period before any associated revenue stream begins.

We employ intensive marketing and sales efforts to educate materials suppliers, equipment vendors,
licensees, potential licensees and original equipment manufacturers about the benefits of our technologies. In
addition, even if these companies adopt our technologies, they must devote significant resources to integrate fully
our technologies into their operations. If our marketing and sales efforts are unsuccessful, then we will not be
able to achieve widespread acceptance of our packaging technology.
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Cyclicality in the semiconductor industry may affect our revenues, and as a result, our operating results
could be adversely affected.

The semiconductor industry has historically been cyclical and is characterized by wide fluctuations in
product supply and demand. From time to time, this industry has experienced significant downturns, often in
connection with, or in anticipation of, maturing product and technology cycles, excess inventories and declines in
general economic conditions. This cyclicality could cause our operating results to decline dramatically from one
period to the next. Our business depends heavily upon the volume of production by our licensees, which, in turn,
depends upon the current and anticipated market demand for semiconductors and products that use
semiconductors. Similarly, our services business relies at least in part upon the outsourcing of design and
engineering projects by the semiconductor industry. Semiconductor manufacturers and package assembly
companies generally sharply curtail their spending during industry downturns and historically have lowered their
spending more than the decline in their revenues. As a result, if we are unable to control our expenses adequately
in response to lower revenues from our licensees and service customers, our operating results will suffer and we
might experience operating losses.

The international nature of our business exposes us to financial and regulatory risks and we may have
difficulty protecting our intellectual property in some foreign countries.

We derive a significant portion of our revenues from licensees headquartered outside the United States,
principally in Asia, and these revenues accounted for 42.7% of our total revenues in fiscal 2004. International
operations are subject to a number of risks, including the following:

° international terrorism and anti-American sentiment, particularly in the emerging markets;
o laws and business practices favoring local companies;

o withholding tax obligations on license revenues that we may not be able to offset fully against our U.S.
tax obligations, including the further risk that foreign tax authorities may re-characterize license fees or
increase tax rates, Whiqh could result in increased tax withholdings and penalties; and

> less effective protection of intellectual property than is afforded to us in the United States or other
developed countries.

Our intellectual property is also used in a large number of foreign countries. There are many countries, such
as China, in which we currently have no issued patents. In addition, effective intellectual property enforcement
may be unavailable or limited in some foreign countries. It may be difficult for us to protect our intellectual
property from misuse or infringement by other companies in these countries. We expect this to become a greater
problem for us as our licensees increase their manufacturing in countries which provide less protection for
intellectual property. Our inability to enforce our intellectual property rights in some countries may harm our
business.

Qur services business may subject us to specific costs and risks that we may fail to manage adequately
which could harm our business.

We derive a substantial portion of our revenues from engineering services. Among the engineering services
that we offer are customized package design and prototyping, modeling, simulation, failure analysis and
reliability testing and related training services. A number of factors, including, among others, the perceived value
of our intellectual property portfolio, our ability to convince customers of the value of our engineering services
and our reputation for performance under our service contracts, could cause our revenues from engineering
services to decline, which would in turn harm our operating results.

Moreover, most of our service revenues are derived from engineering services we provide to government
agencies and their contractors to enable the development of new packaging technologies. If demand for our
services from government agencies declines, due to changes in government policies or otherwise, our service
revenues will be adversely affected. o
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Under our services contracts we are required to perform certain services, including sometimes delivering
designs and prototypes. If we fail to deliver as required under our service contracts, we could lose revenues and
become subject to liability for breach of contract.

We provide certain other services at below cost in an effort to increase the speed and breadth with which the
semiconductor industry adopts our technologies. For example, we provide modeling, manufacturing process
training, equipment and materials characterization and other services to assist licensees in designing,
implementing, upgrading and maintaining their packaging assembly line. We frequently provide these services as
a form of training to introduce new licensees to our technology and existing clients to new technologies, with the
aim that these services will help us to generate revenues in the future. We need to monitor these services
adequately in order to ensure that we do not incur significant expenses without generating corresponding
revenues. Our failure to monitor these services or our design and prototype services adequately may harm our
operating results.

Because our services sometimes involve the delivery of package designs and prototypes, we may be subject
to claims that we infringed or induced the infringement of patents and other intellectual property rights belonging
to others. If such a claim were made, we may have to take a license or stop manufacturing the offending
packages, which could cause our services revenues to decrease. If we choose not to take a license, we may be
sued for infringement, and may incur significant litigation costs in defending against the lawsuit. If we are found
to infringe the intellectual property rights of others, we may have to pay damages and could be subject to an
injunction preventing us from continuing to provide the services. Any of these outcomes could harm our
business.

If our prototypes, manufactured packages or products based on our designs are used in defective products,
we may be subject to product liability or other claims.

Under our service contracts, we may, at times, manufacture packages on a limited basis, deliver prototypes
or design or help design prototypes or products. If these prototypes, manufactured packages or designs are used
in defective or malfunctioning products, we could be sued for damages, especially if the defect or malfunction
causes physical harm to people. The occurrence of a problem could result in product liability claims and/or a
recall of, or safety alert or advisory notice relating to, the product. While we believe the amount of product
liability insurance maintained by us combined with the indemnities that we have been granted under these service
contracts are adequate, there can be no assurance that these will be adequate to satisfy claims made against us in
the future or that we will be able to obtain insurance in the future at satisfactory rates or in adequate amounts.
Product liability claims or product recalls in the future, regardless of their ultimate outcome, could have a
material adverse effect on our business, financial condition and reputation, and on our ability to attract and retain
licensees and customers.

We intend to expand our operations which may strain our resources and increase our operating expenses.

We plan to expand our operations, domestically and internationally, and may do so through both internal
growth and acquisitions. We expect that this expansion will strain our systems and operational and financial
controls. In addition, we are likely to incur significantly higher operating costs. To manage our growth
effectively, we must continue to improve and expand our systems and controls. If we do fail to do so, our growth
would be limited. Our officers have limited experience in managing large or rapidly growing businesses. Further,
our officers have limited experience managing companies through acquisitions and technological changes. In
addition, our management has limited experience in managing a public company.

We may make acquisitions, which could divert management’s attention, cause ownership dilution to our
stockholders, be difficult to integrate and adversely affect our financial resuits.

While we have not acquired any significant businesses, products or technologies in the past, acquisitions are
commonplace in the semiconductor industry and we may acquire complementary businesses or technologies in
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the future. Integrating newly acquired businesses or technologies could put a strain on our resources, could be
costly and time consuming, and might not be successful. Future acquisitions could divert our management’s
attention from other business concerns. In addition, we might lose key employees while integrating new
organizations. Future acquisitions could also result in customer dissatisfaction, performance problems with an
acquired company or technology, potentially dilutive issuances of equity securities or the incurrence of debt, the
assumption or incurrence of contingent liabilities, possible impairment charges related to goodwill or other
intangible assets or other unanticipated events or circumstances, any of which could harm our business.
Consequently, we might not be successful in integrating any acquired businesses, products or technologies, and
might not achieve anticipated revenues and cost benefits.

If we lose any of eur key personnel or are unable to attract, train and retain gualified personnel, we may
not be able to execute cur business strategy effectively.

Our success depends, in large part, on the continued contributions of our key management, engineering,
sales and marketing, legal and finance personnel, many of whom are highly skilled and would be difficult to
replace. In particular, the services of Dr. McWilliams, our President, Chief Executive Officer and the Chairman
of our Board of Directors, who has led our company since May 1999 and been Chairman since February 2002,
are very important to our business. None of our senior management, key technical personnel or key sales
personnel are bound by written employment contracts to remain with us for a specified period. In addition, we do
not currently maintain key person life insurance covering our key personnel. The loss of any of our senior
management or other key personnel could harm our ability to implement our business strategy and respond to the
rapidly changing market conditions in which we operate.

Our success also depends on our ability to attract, train and retain highly skilled managerial, engineering,
sales, marketing, legal and finance personnel and on the abilities of new personnel to function effectively, both
individually and as a group. Competition for qualified senior employees can be intense. For example, we have
experienced, and we expect to continue to experience, difficulty in hiring and retaining highly skilled engineers
with appropriate qualifications to support our growth and expansion. Further, we must train our new personnel,
especially our technical support personnel, to respond to and support our licensees and customers. If we fail to do
this, it could lead to dissatisfaction among our licensees or customers, which could slow our growth or result in a
loss of business.

Failure to comply with envirenmental regulations could harm our business.

We use hazardous substances in the manufacturing and testing of prototype products and in the development
of our technologies in our research and development laboratories. We are subject to a variety of local, state,
federal and foreign governmental regulations relating to the storage, discharge, handling, emission, generation,
manufacture and disposal of toxic or other hazardous substances. Our past, present or future failure to comply
with environmental regulations could result in the imposition of substantial fines on us, suspension of production,
alteration of our manufacturing processes or cessation of operations. Compliance with such regulations could
require us to acquire expensive remediation equipment or to incur other substantial expenses. Any failure by us
to control the use, disposal, removal or storage of, or to adequately restrict the discharge of, or assist in the
cleanup of, hazardous or toxic substances, could subject us to significant liabilities, including joint and several
liability under certain statues. The imposition of such liabilities could significantly harm our business.

Our operat‘ions are primarily located in California and, as a resuit, are subject to catastrophes.

Our business operations depend on our ability to maintain and protect our facilities, computer systems and
personnel, which are primarily located in or near our principal headquarters in San Jose, California. San Jose
exists on or near a known earthquake fault zone. Should an earthquake or other catastrophes, such as fires,
floods, power loss, communication failure or similar events disable our facilities, we do not have readily
available alternative facilities from which we could conduct our business.
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Compliance with changing regulation of corporate governance and public disclosure may result in
additional expenses.

Changing laws, regulations and standards relating to corporate governance and public disclosure, including
the Sarbanes-Oxley Act of 2002, new SEC regulations and NASDAQ National Market rules, are creating
uncertainty for companies such as ours. These new or changed laws, regulations and standards are often subject
to varying interpretations. As a result, their application in practice may evolve as new guidance is provided by
regulatory and governing bodies, which could result in higher costs necessitated by ongoing revisions to
disclosure and governance practices. As a result of our efforts to comply with evolving laws, regulations and
standards, we have increased and will likely continue to increase general and administrative expenses and a
diversion of management time and attention from revenue-generating activities to compliance activities. While
we believe that we currently have adequate internal control procedures in place, we are still exposed to potential
risks from recent legislation requiring companies to evaluate controls under Section 404 of the Sarbanes-Oxley
Act of 2002. Our efforts to comply with Section 404 of the Sarbanes-Oxley Act of 2002 and the related
regulations regarding our required assessment of our internal controls over financial reporting and our external
auditors’ audit of that assessment has required the commitment of significant financial and managerial resources.
In addition, director and officer liability insurance has become more expensive and we have purchased reduced
coverage as compared to previous years. We expect these efforts to require the continued commitment of
significant resources. Further, our board members, chief executive officer and chief financial officer could face
an increased risk of personal liability in connection with the performance of their duties. As a result, we may
have difficulty attracting and retaining qualified board members and executive officers, which could harm our
business.

Item 7A. Quantitative and Qualitative Disclosures About Market Risk

The primary objective of our investment activities is to preserve principal while maximizing the income we
receive from our investments without significantly increasing risk of loss. Some of the securities that we may
invest in the future may be subject to market risk for changes in interest rates. To mitigate this risk, we plan to
maintain a portfolio of cash equivalents and short-term investments in a variety of securities, which may include
commercial paper, money market funds, government and non-government debt securities. Currently, we are
exposed to minimal market risks. We manage the sensitivity of our results of operations to these risks by
maintaining a conservative portfolio, which is comprised solely of highly-rated, short-term investments. We do
not hold or issue derivative, derivative commodity instruments or other financial instruments for trading
purposes.

The risk associated with fluctuating interest rates is limited to our investment portfolio. We do not believe
that a 10% change in interest rates would have a significant impact on our results of operations or cash flows.

Item 8. Financial Statements and Supplementary Data

Our consolidated financial statements at December 31, 2004 and 2003 and the Report of
PricewaterhouseCoopers LLP, Independent Registered Public Accounting Firm, including their attestation report
on management’s assessment of the effectiveness of the Company’s internal control over financial reporting are
included in this Annual Report on Form 10-K on pages F-1 through F-25 and are incorporated by reference into
this Item 8.

Item 9. Changes in and Disagreements with Independent Registered Public Accounting Firm on Accounting

and Financial Disclosure

None.
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Item 9A. Controls and Procedures
Evaluation of Disclosure Controls and Procedures

The Company maintains disclosure controls and procedures that are designed to ensure that information
required to be disclosed in the Company’s Exchange Act reports is recorded, processed, summarized and
reported within the time periods specified in the Securities and Exchange Commission’s rules and forms and that
such information is accumulated and communicated to the Company’s management, including its Chief
Executive Officer and Chief Financial Officer, as appropriate, to allow for timely decisions regarding required
disclosure. In designing and evaluating the disclosure controls and procedures, management recognizes that any
controls and procedures, no matter how well designed and operated, can provide only reasonable assurance of
achieving the desired control objectives, and management is required to apply its judgment in evaluating the
cost-benefit relationship of possible controls and procedures.

As required by SEC Rule 13a-15(b), the Company carried out an evaluation, under the supervision and with
the participation of the Company’s management, including the Company’s Chief Executive Officer and the
Company’s Chief Financial Officer, of the effectiveness of the design and operation of the Company’s disclosure
controls and procedures as of December 31, 2004. Based on the foregoing, the Company’s Chief Executive
Officer and Chief Financial Officer concluded that the Company’s disclosure controls and procedures were
effective.

There has been no change in the Company’s internal controls over financial reporting during the Company’s
most recent fiscal quarter that has materially affected, or is reasonably likely to materially affect, the Company’s
internal controls over financial reporting.

Management’s Report on Internal Control Over Financial Reporting

Internal control over financial reporting refers to the process designed by, or under the supervision of, our
Chief Executive Officer and Chief Financial Officer, and effected by our board of directors, management and
other personnel, to provide reasonable assurance regarding the reliability of financial reporting and the
preparation of financial statements for external purposes in accordance with generally accepted accounting
principles, and includes those policies and procedures that:

(1) Pertain to the maintenance of records that in reasonable detail accurately and fairly reflect that
transactions and dispositions of the assets of the Company;

(2) Provide reasonable assurance that transactions are recorded as necessary to permit preparation of
financial statements in accordance with generally accepted accounting principles, and that receipts and
expenditures of the Company are being made only in accordance with authorizations of managements
and directors of the Company; and

(3) Provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use
or disposition of the Company’s assets that could have a material effect on the financial statements.

Internal control over financial reporting cannot provide absolute assurance of achieving financial reporting
objectives because of its inherent limitations. Internal control over financial reporting is a process that involves
human diligence and compliance and is subject to lapses in judgment and breakdowns resulting from human
failures. Internal control over financial reporting also can be circumvented by collusion or improper management
override. Because of such limitations, there is a risk that material misstatements may not be prevented or detected
on a timely basis by internal control over financial reporting. However, these inherent limitations are known
features of the financial reporting process. Therefore, it is possible to design into the process safeguards to
reduce, though not eliminate, this risk. Management is responsible for establishing and maintaining adequate
internal control over financial reporting for the Company.
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Management has used the framework set forth in the report entitled “Internal Control—Integrated
Framework”™ published by the Committee of Sponsoring Organizations (“COSQ”) of the Treadway Commission
to evaluate the effectiveness of the Company’s internal control over financial reporting. Management has
concluded that the Company’s internal control over financial reporting was effective as of December 31, 2004.
PricewaterhouseCoopers LLP, an independent registered public accounting firm, has audited management’s
assessment of the effectiveness of the Company’s internal control over financial reporting, as stated in their
report which appears herein.

Bruce M. McWilliams R. Douglas Norby
President and Chief Executive Officer Chief Financial Officer and Senior Vice President

Item 9B. Other Information

None.

PART IIX

Item 10. Directors and Executive Officers of the Registrant

The information required by this Item 10 is hereby incorporated by reference from the information under the
captions “Executive Officers” and “Election of Directors” contained in the company’s definitive proxy statement
to be filed with the Securities and Exchange Commission no later than 120 days from the end of the Company’s
last fiscal year in connection with the solicitation of proxies for its Annual Meeting of Stockholders to be held on
May 19, 2003, (the “Proxy Statement™).

The information required by Section 16(a) is hereby incorporated by reference from the information under
the caption “Section 16(a) Beneficial Ownership Reporting Compliance” in the Proxy Statement.

We have adopted a written code of business conduct and ethics that applies to our principal executive
officer, principal financial officer, principal accounting officer or controller, or persons serving similar functions.
The text of our code of ethics has been posted on our website at http://www.tessera.com.

Item 11. Executive Compensation

The information required by this Item 11 is incorporated by reference from the information under the
captions “Election of Direcotrs” and “Compensation of Executive Officers” in the Proxy Statement.

Item 12. Security Ownership of Certain Beneficial Owners and Management and Related Stockholder
Matters

The information required by this Item 12 is incorporated by reference from the information under the
captions “Equity Compensation Plan Information” and “Security Ownership of Certain Beneficial Owners and
Management” in the Proxy Statement.

Item 13. Certain Relationships and Related Transactions

The information required by this Item 13 is incorporated by reference from the information under the
caption “Certain Relationships and Related Transactions” in the Proxy Statement.

Item 14. Principal Accountant Fees and Services

The information required by this Item 14 is incorporated by reference from the information under the
caption “Ratification of Auditors in the Proxy Statement.
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PART LIV

Item 15. Financial Statement Schedules, Exhibits and Reports on Form 8-K

The following documents are filed as part of this repost:

Page
Number

(a) Financial Statements:
(1) Report of Independent Registered Public Accounting Firm ........ ... ... . ... . ... . ...... F-1
Consolidated Balance Sheets . . ... . i e e e "F-3
Consolidated Statements of Operations . ............. it F-4
Statements of Stockholders” Equity and Comprehensive Income . .. ....... ... o i F-5
Consolidated Statements of Cash Flows . ... ... . . i i i N F-6

Notes to Consolidated Financial Statements ............... e F-7

Financial statement schedules other than those listed above have been omitted because they are not
applicable or are not required or the information required to be set forth therein is included in the consolidated
financial statement or notes thereto. -

(b) Exhibits:
The following documents are incorporated by reference or included in this report.

Exhibit
Number ] Exhibit Title

3.1* Restated Certificate of Incorporation
3.2% Restated Bylaws
4.1% Specimen Common Stock Certificate

4.2% Registration Rights Agreement, dated as of January 31, 2003, by and among registrant and the
stockholders party thereto

4.3% Warrant to purchase 6,666 shares of Series E 10% Cumulative Convertible Preferred Stock, issued
on December 15, 1999 to Transamerica Business Credit Corp.

4.4% Form of warrants to purchase an aggregate of 251,987 shares of Common Stock, issued on
February 4, 2000 and July 1, 2000.

10.1% Form of Indemnification Agreement between registrant and each of its directors and executive
officers

10.2* 1991 Stock Option Plan

10.3* Amended and Restated 1996 Stock Plan

10.4* 1999 Stock Plan

10.5F% Second Amended and Restated 2003 Equity Incentive Plan
10.6* 2003 Employee Stock Purchase Plan

10.7* TCC Master License Agreement, dated as of July 7, 1994, by and between Tessera, Inc. and Hitachi,
Ltd. .

10.87* Addendum to TCC Master License Agreement, dated as of January 31, 1997, by and between
Tessera, Inc. and Hitachi, Ltd.
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Exhibit
Number

10.91*
10.10%
10.11+*
10.12%
10.13+*
10.14+*
10.15t*
10.16*
10.17+4*
10181
10.19%*
10.201*

10.21%*
10.22*

10.23+%
10.24+*
10.25+*
10.26+*
10.27+*

10.28+*

Exhibit Title

Letter Amendment to TCC Master License Agreement, dated as of September 23, 2002, by and
between Tessera, Inc. and Hitachi, Ltd.

Letter Amendment to TCC Master License Agreement, dated as of February 18, 2003, by and
between Tessera, Inc. and Hitachi, Ltd.

Limited TCC License Agreement, dated as of October 22, 1996, by and between Tessera, Inc. and
Intel Corporation

First Amendment to Limited TCC License Agreement, dated as of October 1, 2000, by and between
Tessera, Inc. and Intel Corporation

Second Amendment to Limited TCC License Agreement, dated as of March 22, 2002, by and
between Tessera, Inc. and Intel Corporation

TCC License Agreement, dated as of May 17, 1997, by and between Tessera, Inc. and Samsung
Electronics Co., Ltd.

First Addendum to Limited TCC License Agreement, dated as of November 4, 1998, by and
between Tessera, Inc. and Samsung Electronics Co., Ltd.

Second Addendum to TCC License Agreement, dated as of June 1, 2001, by and between Tessera,
Inc. and Samsung Electronics Co., Ltd.

TCC Patent License Agreement, dated as of January 22, 2003, by and between Tessera, Inc. and
Seiko Epson Corporation

Patent License Agreement, dated as of October 12, 1998, by and between Tessera, Inc. and Sharp
Corporation

Immunity Agreement, dated as of January 24, 2002, by and between Tessera, Inc., and Sharp
Corporation

License Agreement, dated as of January 1, 2002, by and between Tessera, Inc. and Texas
Instruments Incorporated

Lease, dated as of April 1, 1995, by and between Tessera, Inc. and PNB Investors

Agreement to Exercise Option to Renew, dated as of April 1, 2000, by and between Tessera, Inc.
and PNB Investors

Change of Control Agreement, dated as of November 19, 2001, by and between Tessera, Inc. and
Bruce M. McWilliams

Change of Control Agreement, dated as of November 19, 2001, by and between Tessera, Inc. and
Nicholas J. Colella /

Change of Control Agreement, dated as of November 19, 2001, by and between Tessera, Inc. and
Michael A. Forman

Change of Control Agreement, dated as of November 19, 2001, by and between Tessera, Inc. and
Christopher M. Pickett

Employment Offer Letter, dated as of July 30, 2003, by and between registrant and R. Douglas
Norby

Employment Offer Letter, dated as of February 13, 2002, by and between Tessera, Inc. and Kirk E.
Flatow
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Exhibit
Number Exhibit Title

10.29t* Third Amendment to Limited TCC License Agreement, dated as of September 10, 2003, by and
between Tessera, Inc. and Intel Corporation

10.30 First Amendment to Lease, dated as of May 28, 2004, by and between Tessera, Inc. and The
Horton 1992 Living Trust Dated November 20, 1992.

10.314%%* Restricted Stock Award Agreement, dated as of December 13, 2004, by and between registrant

and Robert Boehlke

10.324%%%* Employment Offer Letter, dated as of December 20, 2004, by and between registrant and Al
Joseph.

21.1% List of subsidiaries

23.1 Consent of PricewaterhouseCoopers LLP, Independent Registered Public Accounting Firm

311 Section 302 Certification of the Chief Executive Officer

31.2 Section 302 Certification of the Chief Financial Officer

321 Section 906 Certification of the Chief Executive Officer and Chief Financial Officer

1 Confidential treatment has been granted as to certain portions of this agreement.
+ Indicates a management contract or compensatory plan or arrangement.

TiFiled as Appendix B to Tessera’s definitive proxy statement on Schedule 14A filed on April 15, 2004, and
incorporated herein by reference.

* Filed as exhibits to Tessera’s Registration Statement on Form S-1 (SEC File No. 333-108518), effective
November 12, 2003, and incorporated herein by reference.

**Filed as Exhibit 10.24 to Tessera, Inc.’s Registration Statement on Form S-1 (SEC File No. 333-45190), filed
on September 5, 2000, and incorporated herein by reference.

**%* Filed as Exhibit 4.1 to Tessera’s Current Report on Form 8-K filed on December 16, 2004, and incorporated
herein by reference.

*#*** Filed as Exhibit 10.1 to Tessera’s Current Report on Form 8§-K filed on December 23, 2004, and
incorporated herein by reference. '
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, as amended,
(the “Exchange Act”) the registrant has duly caused this report to be signed on its behalf by the undersigned,
thereunto duly authorized.

Dated: March 14, 2005

TeESSERA TECHNOLOGIES, INC.

By: /s/ BRUCE M. MCWILLIAMS

Bruce M. McWilliams
President and Chief Executive Officer

Pursuant to the requirements of the Exchange Act, this report has been signed below by the following
persons on behalf of the Registrant and in the capacities and on the dates indicated.

Signature m Date
/s/  BRUCE M. MCWILLIAMS Chairman of the Board of Directors, March 14, 2005
Bruce M. McWilliams President and Chief Executive Officer
(Principal Executive Officer)
/s/ R.DoucLas NORBY Chief Financial Officer and Senior ' March 14, 2005
R. Douglas Norby Vice President (Principal Financial

and Accounting Officer)

/s/  ROBERT J. BOEHLKE Director March 14, 2005
Robert J. Boehlke

/s/ BORIE EKHOLM Director March 14, 2005
Borje Ekholm
/s/  JouN B. GOODRICH Director March 14, 2005

John B. Goodrich

/s/  D.James Guzy Director March 14, 2005
D. James Guzy

/s/ AL S. JOSEPH Director March 14, 2005
Al S. Joseph
/s/ HeENRY R. NOTHHAFT Director March 14, 2005

Henry R. Nothhaft

/s/ ROBERT A. YOUNG Director March 14, 2005
Robert A. Young
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Report of Independent Registered Public Accounting Firm

To the Board of Directors and Stockholders
of Tessera Techriologies, Inc.:

We have completed an integrated audit of Tessera Technologies, Inc.’s 2004 consolidated financial
statements and of its internal control over financial reporting as of December 31, 2004 and audits of its 2003 and
2002 consolidated financial statements in accordance with the standards of the Public Company Accounting
Oversight Board (United States). Our opinions, based on our audits, are presented below.

Consolidated financial statements

In our opinion, the consolidated financial statements listed in the index appearing under Item 15(a)(1)
present fairly, in all material respects, the financial position of Tessera Technologies, Inc. and its subsidiaries at
December 31, 2004 and 2003, and the results of their operations and their cash flows for each of the three years
in the period ended December 31, 2004 in conformity with accounting principles generally accepted in the
United States of America. These financial statements are the responsibility of the Company’s management. Our
responsibility is to express an opinion on these financial statements based on our audits. We conducted our audits
of these statements in accordance with the standards of the Public Company Accounting Oversight Board (United
States). Those standards require that we plan and perform the audit to obtain reasonable assurance about whether
the financial statements are free of material misstatement. An audit of financial statements includes examining,
on a test basis, evidence supporting the amounts and disclosures in the financial statements, assessing the
accounting principles used and significant estimates made by management, and evaluating the overall financial
statement presentation. We believe that our audits provide a reasonable basis for our opinion.

Internal control over financial reporting

Also, in our opinion, management’s assessment, included in Management’s Report on Internai Control Over
Financial Reporting appearing under Item 9A, that the Company maintained effective internal control over
financial reporting as of December 31, 2004 based on criteria established in Internal Control—Integrated
Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission (COSO), is
fairly stated, in all material respects, based on those criteria. Furthermore, in our opinion, the Company
maintained, in all material respects, effective internal control over financial reporting as of December 31, 2004,
based on criteria established in Internal Control—Integrated Framework issued by the COSO. The Company’s
management is responsible for maintaining effective internal control over financial reporting and for its
assessment of the effectiveness of internal control over financial reporting. Our responsibility is to express
opinions on management’s assessment and on the effectiveness of the Company’s internal control over financial
reporting based on our audit. We conducted our audit of internal control over financial reporting in accordance
with the standards of the Public Company Accounting Oversight Board (United States). Those standards require
that we plan and perform the audit to obtain reasonable assurance about whether effective internal control over
financial reporting was maintained in all material respects. An audit of internal control over financial reporting
includes obtaining an understanding of internal control over financial reporting, evaluating management’s
assessment, testing and evaluating the design and operating effectiveness of internal control, and performing such
other procedures as we consider necessary in the circumstances. We believe that our audit provides a reasonable
basis for our opinions.

A company’s internal control over financial reporting is a process designed to provide reasonable assurance
regarding the reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles. A company’s internal control over financial reporting
includes those policies and procedures that (i) pertain to the maintenance of records that, in reasonable detail,
accurately and fairly reflect the transactions and dispositions of the assets of the company; (i) provide reasonable
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assurance that transactions are recorded as necessary to permit preparation of financial statements in accordance
with generally accepted accounting principles, and that receipts and expenditures of the company are being made
only in accordance with authorizations of management and directors of the company; and (iii) provide reasonable
assurance regarding prevention or timely detection of unauthorized acquisition, use, or disposition of the
company’s assets that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk that

controls may become inadequate because of changes in conditions, or that the degree of compliance with the
policies or procedures may deteriorate.

PricewaterhouseCoopers LLP

San Jose, California
March 14, 2005
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TESSERA TECHNOLOGIES, INC.
CONSOLIDATED BALANCE SHEETS
(In Thousands, Except for Share Amounts)

December 31,

2004 2003
ASSETS
Current assets:
Cash and cash equivalents . . ... . .. . i $108,339 $ 64,379
Accounts receivable ... .. 3,263 2,540
Other CUITENT ASSEUS . .o\ vttt it e e et vt e et e e e e e 16,475 1,335
Total CUITENTt ASSELS . . o ot ittt e e e e e e e e e e e e e 128,077 68,254
Property and equipment, net . ......... ... 2,484 1,725
T A88EES . v v ottt e e e e e 9,121 102
Total assets ................ D $139,682 $ 70,081
LIABILITIES AND STOCKHOLDERS’ EQUITY
Current liabilities:
AcCCOUnts Payable ... ..ot $ 984 § 876
Accrued liabilities . ... ... .. 3,615 3,014
Deferred 1evenue . . ... . oot 107 202
Total current Habilities . . ... ... . 4,706 4,092
Commitments and contingencies (Note 8)
Stockholders’ equity:
Common stock: $0.001 par value; 150,021,000 and 150,001,000 shares authorized;

42,145,269 and 38,475,443 shares issued and outstanding . ... ............. ... 42 38
Additional paid-incapital . ... ... ... 167,359 157,178
Deferred stock-based compensation . ................ i (414) (153)
Accumulated deficit . ... ... .. . (32,011 (91,074

Total stockholders’ equity ... ...« oot 134,976 65,989
Total liabilities and stockholders’ equity ........... ... ..., $139,682 §$ 70,081

The accompanying notes are an integral part of these consolidated financial statements.
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TESSERA TECHNOLOGIES, INC.
CONSOLIDATED STATEMENTS OF OPERATIONS
(In Thousands, Except Per Share Amounts)

Years Ended December 31,

2004 2003 2002
Revenues:
Intellectual Property reVENUES . ... oot ver vt ettt e, $39,624 $25393 $17,925
Other intellectual property reVeNUES . . ......ovvvvinivennnennn.. 19,998 3,169 5,715
SEIVICE TEVENUES . .\ v ittt et e e e e e i 13,114 8,759 4,630
TOtal TEVEIUES . . . e 72,736 37,321 28,270
Operating expenses:
Costofrevenues (1) ... o i i i e e i e e 9,613 6,734 4,264
Research and development (1) ......... .. .. .. i, 7,107 7,661 6,700
Selling, general and administrative (1) ............ ... .. .. iiie... 20,144 11,030 7,552
Stock-based compensation ............ .. .. e 231 1,110 1,942
Total operating eXpenses . . .. ...c.vuit it 37,095 26,535 20,458
Operating INCoIME . ... ..ttt e e e e e 35,641 10,786 7,812
Other INCOMIE, MEL .« o o it e e e e e e e e e et 828 195 45
Income before 1aXes . oottt e e 36,469 10,981 7,857
Benefit (provision) for income taxes . .......... ... 22,594  (1,626) (1,318)
NELINCOME . . oottt e e e e e e e 59,063 9,355 6,539
Cumulative preferred stock dividends inarrears .......................... —  (6,187) (12,941)
Net income attributable to common stockholders ......................... $59,063 §$ 3,168 $ (6,402)
Basic and diluted net income per share attributable to common stockholders:
Net income per common share; basic . .........c.oi i, $ 147 $ 028 $ (0.94)
Net income per common share; diluted . ........ ... ... ... .. ........ $§ 127 § 022 $ (094
Weighted average number of shares used in per share calculations; basic .. 40,077 11,141 6,784
Weighted average number of shares used in per share calculations;
diluted . ... . e 46,622 41,653 6,784

(1) Operating expense line item detail excludes stock-based compensation, as follows:

COSLOFTEVENUES . .\ oottt ettt et e e e 58 — 3 1 3 3
Research and development ............ ... .. i, 56 397 527
Selling, general and administrative . ............ ... ... ... 175 712 1,412

Ot . $ 231 $ 1,110 § 1,942

The accompanying notes are an integral part of these consolidated financial statements.
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TESSERA TECHNOLOGIES, INC.
CONSOLIDATED STATEMENTS OF STOCKHOLDERS’ EQUITY
AND COMPREHENSIVE INCOME

(In Thousands)
Accumulated
dditional  Deferred Comort hl?:nsiv
M APaiId-(i‘xlla Stogke-based Accomulated ]l[r]chme ¢ Comprehensive
Shares Amount Capital Compensation Deficit (Loss) Total Income

Balance at December 31,2001 ........ ... 6,578 $7 $ 25909 $(2477)  $(106,968) $(235) $(83,764)
Issuance of common stock in connection with

exercise of stock options and warrants .... 384 — 567 — — — 567
Deferred stock-based compensation ........ —_ - 85 (85) — — —
Amortization of deferred stock-based

compensation, net of reversal ........... — = — 1,942 —_ — 1,942
Dissolution of Tessera Technology

Pte.Ltd ... — - — — — 237 237
Unrealized loss on available for sale

SECUMLES ... v vt — - — — — (13) (13) (13)
NetinCome .......coviuerenininneenn.. — - — — 6,539 — 6,539 6,539
Balance at December 31,2002 . .......... 6,962 7 26,561 (620) (100,429) an (74,492) 6,526
Issuance of common stock in connection with

exercise of stock options and warrants . . .. 677 1 1,068 — p— — 1,069
Issuance of common stock in connection with

the initial public offering .............. 3,059 3 34,587 — — — 34,590
Issuance of common stock ............... 1 0 — — —_ — 0
Repurchase of common stock ... .......... (135) — (269) — — — (269)
Repurchase of convertible preferred stock . . . _ — 896 — — — 896
Conversion of preferred stock into common

in connection with the initial public

offering . ...l 27911 27 121,229 — — — 121,256
Issuance of preferred stock dividend ....... — = (27,600) — — — (27,600)
Deferred stock-based compensation .. ... ... — - 90 (90) — — —_—
Amortization of deferred stock-based

compensation, net of reversal ........... —_ = — 557 —_ — 557
Issuance of stock options to consultants in

exchange for services ................. —_ = 553 — — — 553
Tax benefits in connection with stock

OPHOMS oot oie i — - 63 — — — 63
Unrealized loss on available for sale

SECUMLIES « ot e — — — — —_ 11 11 11
Netincome ...... ... .. ... ... —_ - _ — 9.355 — 9,355 9,355
Balance at December 31,2003 ... ........ 38,475 $38 $157,178 § (153) 5 (91,074) $ — $ 65989 $ 9,366
Issuance of common stock in connection with

exercise of stock options and warrants . ... 3,631 4 9,259 — — — 9,263
Issuance of common stock in connection with

employee stock purchase .............. 29 — 430 — — — 430
Issnance of restricted stock . .............. 10 — 381 (381) — — —
Amortization of deferred stock-based

compensation, net of reversal ........... _ - — 120 — — 120
Issuance of stock options to consultants in

exchange for services ................. _ - 111 — — —_ 111
Netincome ...........cvivririnnn ... — - — — 59,063 — 59,063 59,063
Balance at December 31,2004 . ....... ... 42,145 $42  $167,359 § (414) § (32.011) $ — $134,976  $59,063

The accompanying notes are an integral part of these consolidated financial statements.
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TESSERA TECHNOLOGIES, INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS
(In Thousands)

Years Ended December 31,

2004 2003 2002
Cash flows from operating activities:
NELINCOME ... v ittt e e e e e $ 59,063 $ 9355 $§ 6,539
Adjustments to reconcile income to net cash provided by operating activities:
Depreciation and amortization . ........... ... . 962 895 927
Gain on disposal of fixed assets ........... ... .. ... ... o, 72 37 9
Stock-based compensation, net . ........... .. i 231 1,110 1,942
Tax benefits from stock options .. ....... .. ... ... .. . . — 63 —
Unrealized gain and foreign translation ............................ — i1 224
Changes in operating assets and liabilities:
Accounts receivable . ... ... e (723) (657) 18,802
OthEr @888 .« o ettt e (24,159) (540) (273)
Accounts payable . ...... ... e 108 226 (571)
Accrued liabilities ... ... ... . 601 1,002 (7,058)
Deferred revenuUE . . ... oo e (95) 202 (1,784)
Net cash provided by operating activities .. ....................... 36,060 11,704 18,757
Cash flows from investing activities:
Purchases of property and equipment ... .......... ... ... . (1,800) (1,489) (459)
Proceeds from sale of fixed assets ............. ... it 7 52 —
(Purchases) sales of short-term investments,net ....................... — 18,829  (17,880)
Net cash used in investing activities ..............covuniennan..n, (1,793) 17,392  (18,339)
Cash flows from financing activities:
Proceeds from initial public offering,net ...... ... ... ... .. ... — 34590 —
Repayment of capital lease obligations ............... ... ... .. ... ... — — (272)
Proceeds from exercise of stock options and warrants, net ............... 9,262 1,069 567
Proceeds from employee stock purchase program ...................... 431 — —
Repurchase of commonstock . ......... ... . — (269) —
Repurchase of preferred stock ......... ... ... . ... ... —  (1,448) —
Net cash provided by (used in) financing activities ................. 9,693 33,942 295
Net increase (decrease) in cash and cash equivalents .. .................... 43,960 63,038 713
Cash and cash equivalents at beginning of period ...................... .. 64,379 1,341 628
Cash and cash equivalents atend of period . .......... ... ... .. ... ..... $108,339 $64.379 $ 1,341
Supplemental disclosure of cash flow information:
Interestpaid . . ... o 3 — % — 3 1
Supplemental disclosure of non-cash investing and financing activities:
Deferred stock-based compensation .................c ... $ — $ 90 % 85

The accompanying notes are an integral part of these consolidated financial statements.
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TESSERA TECHNOLOGIES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 1 - THE COMPANY AND BASIS OF PRESENTATION

Tessera Technologies, Inc. (together with its subsidiary, Tessera, Inc., herein referred to as “Tessera” and
together with its wholly-owned subsidiaries, Tessera, Inc. and Tessera Global, Inc., herein referred to as the
“Company”) develops semiconductor packaging technology that meets the demand for miniaturization and
increased performance of electronic products. The Company licenses its technology to its customers, enabling
them to produce semiconductors that are smaller and faster, and incorporate more features. These semiconductors
are utilized in a broad range of electronics products including digital cameras, MP3 players, personal computers,
personal digital assistants, video game consoles and wireless phones.

Tessera was first incorporated in the state of Delaware in May 1990, as the entity Tessera, Inc. Tessera, Inc.
was formed to develop Tessera’s proprietary semiconductor packaging technology and to promote the adoption
of this technology in the semiconductor industry. In January 2003, in a corporate reorganization, each
outstanding share of each class and series of Tessera Inc.’s capital stock was converted into a share of equivalent
class and series of Tessera Technologies, Inc., a newly-formed Delaware corporation. Consequently, Tessera,
Inc. became a wholly-owned subsidiary of Tessera Technologies, Inc. Tessera Technologies, Inc. is a non-
operating holding company that has no assets other than its shares in Tessera, Inc. The financial position, results
of operations and cash flows of Tessera, Inc. are the same as that of Tessera Technologies, Inc. when
consolidated with Tessera, Inc. Since this was a reorganization of entities under common control, the financial
statements are presented as if Tessera Technologies, Inc. was in existence for all periods presented. In July 2004,
Tessera Global, Inc. was incorporated in Jersey as a subsidiary of Tessera Technologies, Inc. and was formed to
license semiconductor packaging technology.

The Company completed its initial public offering (“IPO”) of common stock in November 2003. In the IPO,
the Company sold an aggregate of 3,000,000 shares of common stock. The underwriters of the Company’s IPO
exercised their over-allotment option and purchased an additional 58,573 shares of common stock from the
Company. Net proceeds from the IPO and the exercise of over-allotment option aggregated approximately
$34,590,000.

The Company’s fiscal year ends on December 31. For quarterly reporting, the Company employs a 4-week,
4-week, 5-week reporting period.

Principles of consolidation

The consolidated financial statements include the accounts of Tessera Technologies, Inc. and its wholly
owned subsidiaries, Tessera, Inc. and Tessera Technology Pte. Ltd. Tessera Technology Pte. Ltd. was
incorporated in the Republic of Singapore and dissolved during fiscal year 2002. All significant intercompany
balances and transactions have been eliminated in consolidation.

Use of estimates

The preparation of financial statements in conformity with generally accepted accounting principles requires
management to make estimates and assumptions that affect the reported amounts of assets and liabilities and
disclosures of contingent assets and liabilities at the date of the financial statements and the reported amounts of
revenues and expenses during the reporting period. Actual results could differ from those estimates.




TESSERA TECHNOLOGIES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Continued)

NOTE 2 - SUMMARY OF SIGNIFICANT ACCOQUNTING POLICIES
Research and development costs

Research and development costs consist primarily of compensation and related costs for personnel as well
as costs related to patent prosecution, materials, supplies and equipment depreciation. All research and
development costs are expensed as incurred.

Fair value of financial instruments

The fair value of a financial instrument is the amount at which the instrument could be exchanged in a
current transaction between willing parties. The carrying amounts for cash and cash equivalents, accounts
receivable, prepaid expenses and other current assets, accounts payable and accrued liabilities approximate their
respective fair values because of the short-term maturity of these items.

Cash and cash equivalents

The Company considers all highly liquid investments with an original maturity of three months or less from
the date of purchase to be cash equivalents.

Concentration of credit risk

Financial instruments that potentially subject the Company to significant concentrations of credit risk
consist principally of cash equivalents and accounts receivable.

The Company invests primarily in money market funds and high quality commercial paper instruments.
Cash equivalents are maintained with high quality institutions, the composition and maturities of which are
regularly monitored by management. The Company believes that the concentration of credit risk in its trade
receivables is substantially mitigated by the Company’s evaluation process, relatively short collection terms and
the high level of credit worthiness of its customers. The Company performs ongoing credit evaluations of its
customers’ financial condition and limits the amount of credit extended when deemed necessary but generally
requires no collateral.

The following table sets forth sales to customers comprising 10% or more of the Company’s total revenues
from continuing operations for the periods indicated: '

Years Ended
December 31,
2004 2003 2002
Customer
Texas Instruments, Inc ... ... ... . . 20% 28% 23%
Intel Corporation ............oiii it e 18% 9% 4%
Sharp .o e e 5% 4% 21%

The Company’s accounts receivable are concentrated with two customers at December 31, 2004,
representing 41% and 16% of aggregate gross receivables, and four customers at December 31, 2003,
representing 32%, 14%, 13%, and 13% of aggregate gross receivables.
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TESSERA TECHNOLOGIES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Continued)

Property and equipment

Property and equipment are recorded at cost and depreciated using the straight-line method over their
estimated useful lives. Leasehold improvements are amortized over the shorter of the estimated useful life or the
remaining term of the lease. Equipment held under capital lease is stated at the fair market value of the related
asset and is amortized on a straight-line basis over the term of the lease. Repair and maintenance costs are
charged to expense as incurred.

The depreciation and amortization periods for property and equipment are as follows:

Furniture and equipment ..................... One to five years

Leasehold improvements ..................... Shorter of the estimated useful life or the
remaining term of the lease

When property and equipment is sold or scrapped, the cost of the asset and the related accumulated
depreciation or amortization is removed from the accounts and the resulting gain or loss on disposal is included
in other income and expense.

Impairment of Long-lived assets

The Company evaluates the recoverability of its long-lived assets in accordance with Statement of Financial
Accounting Standards (“SFAS”) No. 144, “Accounting for the Impairment or Disposal of Long-Lived Assets.”
When events or circumstances indicate the carrying amount of long-lived assets may not be recoverable, the
Company recognizes an impairment if the net book value of such assets exceeds the future undiscounted cash
flows attributed to such assets. No impairment losses were incurred in the periods presented.

Income taxes

The Company accounts for its income taxes under the liability method. Under this method, deferred tax
assets and liabilities are determined on the basis of the difference between income tax bases of assets and
liabilities and their respective financial reporting amounts at enacted tax rates in effect for the periods in which
the differences are expected to reverse. Valuation allowances are established when necessary to reduce deferred
tax assets to their realizable value when management cannot conclude based on available objective evidence, that
it is more likely than not that the benefit will be realized for the deferred tax assets.

Revenue recognition

The Company accounts for its revenues under the provisions of Staff Accounting Bulletin (“SAB”) No. 104,
“Revenue Recognition in Financial Statements.” Under the provisions of SAB No. 104, the Company recognizes
revenues when there is persuasive evidence of an arrangement, delivery has occurred, the fee is fixed and
determinable, and collectibility of the resulting receivable is reasonably assured.

Intellectual property revenues

Intellectual property revenues include revenues from license fees and from royalty payments. Licensees
typically pay a non-refundable license fee. Revenues from license fees are generally recognized at the time the
license agreement is executed by both parties. In some instances, the Company provides training to its licensees
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TESSERA TECHNOLOGIES, INC.
NOTES TO CONSCLIDATED FINANCIAL STATEMENTS
(Continued)

under the terms of the license agreement. The amount of training provided is limited and is incidental to the
licensed technology. Accordingly, in instances where training is provided under the terms of a license agreement,
a portion of the license fee is deferred until such training has been provided. The amount of revenues deferred is
the estimated fair value of the services, which is based on the price the Company charges for similar engineering
services when they are sold separately. These revenues are reported as service revenues. Semiconductor
manufacturers and assemblers pay on-going royalties on their shipment of semiconductors incorporating the
Company’s intellectual property. Royalties under the Company’s royalty-based technology licenses are generally
based upon either unit volumes of semiconductors shipped using the Company’s technology or a percent of the
net sales price. Licensees generally report shipment information 30 to 60 days after the end of the quarter in
which such activity takes place. As there is no reliable basis on which the Company can estimate its royalty
revenues prior to obtaining these reports from the licensees, the Company recognizes royalty revenues on a
one-quarter lag. In some cases, licensees pre-pay a portion of future royalty obligations. These amounts are
deferred and recognized as future royalty obligations are reported by the licensee.

Other intellectual property revenues

Other intellectual property revenues are royalty payments received through license negotiations or the
resolution of patent disputes. Such negotiations arise when it comes to the Company’s attention that a third party
is infringing on patents or a current licensee is not paying to the Company royalties that it is entitled to. Other
intellectual property revenues represent the portion of royalty payments received through such license
negotiations or resolution of patent disputes that relates to previous periods and are based on historical
production volumes.

Revenues are recognized upon execution of the agreement by both parties, provided that the amounts are
fixed or determinable, there are no significant Company obligations and collection is reasonably assured. The
Company does not recognize any revenues prior to execution of the agreement as there is no reliable basis on
which the Company can estimate the amounts for royalties related to previous periods or assess collectibility.

Service revenues

The Company utilizes the completed-contract and the percentage-of-completion methods of accounting for
both commercial and government contracts, dependent upon the type of the contract. The completed-contract
method of accounting is used for fixed-fee contracts with relatively short delivery times. Revenues from fixed-
fee contracts are recognized upon acceptance by the customer or in accordance to the contract specifications,
assuming: title and risk of loss has transferred to the customer; prices are fixed and determinable; no significant
Company obligations remain; and collection of the related receivable is reasonably assured.

The Company uses the percentage-of-completion method of accounting for cost reimbursement-type
contracts, which generally specify the reimbursable costs and a certain billable fee amount. Under the
percentage-of-completion method, revenues recognized are that portion of the total contract price equal to the
ratio of costs expended to date to the anticipated final total costs based on current estimates of the costs to
complete the projects. If the total estimated costs to complete a project were to exceed the total contract amount,
indicating a loss, the entire anticipated loss would be recognized immediately. Revenues, including estimated
earned fees, under cost reimbursement-type contracts are recognized as costs are incurred, assuming that the fee
is fixed or determinable and collection is reasonably assured.

Claims made for amounts in excess of the agreed contract price are recognized only if it is probable that the
claim w111 result in additional revenue and the amount of additional revenue can be reliably estimated.
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TESSERA TECHNOLOGIES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Continued)

Indemnification

The Company does not have guarantees required to be disclosed under Financial Accounting Standards
Board Interpretation (“FIN) No. 45, “Guarantor’s Accounting and Disclosure Requirements for Guarantees,
Including Indirect Guarantees of Indebtedness of Others.” However, the Company’s technology license
agreements typically provide for indemnification of customers for intellectual property infringement claims.
Also, the Company indemnifies its officers and directors under the terms of indemnity agreements entered into
with them, as well as pursuant to its certificate of incorporation, bylaws, and applicable Delaware law. As of
December 31, 2004, no such claims have been filed against the Company, and no liability has been accrued.

Stock-based compensation

The Company’s employee stock option plans are accounted for in accordance with Accounting Principles
Board Opinion (“APB”) No. 25, “Accounting for Stock Issued to Employees,” and complies with the disclosure
provisions of SFAS No. 123, “Accounting for Stock-Based Compensation” and SFAS No. 148, “Accounting for
Stock-Based Compensation, Transition and Disclosure.”

The Company accounts for stock issued to non-employees in accordance with the provisions of SFAS No.
123 and Emerging Issues Task Force Consensus (“EITF”) No. 96-18, “Accounting for Equity Instruments That
are Issued to Other Than Employees for Acquiring, or in Conjunction with Selling, Goods or Services.” Under
SFAS No. 123 and EITF No. 96-18, stock option awards issued to non-employees are accounted for at fair value
using the Black-Scholes option-pricing model. The Company believes that the fair value of the stock options are
more reliably measured than the fair value of the services received. The fair value of each non-employee stock
award is re-measured at each reporting date until a commitment date is reached, which is generally the vesting
date.

Expense associated with stock-based compensation is amortized on an accelerated basis over the vesting
period of the individual award, consistent with the method described in Financial Accounting Standards Board
Interpretation No. (“FIN”) 28, “Accounting for Stock Appreciation Rights and Other Variable Stock Option or
Award Plans, an Interpretation of APB Opinion No. 15 and 25.”




TESSERA TECHNOLOGIES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Continued)

The following table illustrates the effect on net income (loss) and net income (loss) per share if the
Company had applied the fair value method as prescribed by SFAS No. 123. The estimated fair value of each
Company option is calculated using the Black-Scholes option-pricing model (in thousands except per share data):

Years Ended December 31,

2004 2003 2002
Net income attributable to common stockholders — as reported . ... $59,063 $ 3,168  $(6,402)
Plus: Stock-based employee compensation expense determined
under APB 25, included in reported net income attributable to
common stockholders, netoftax ........... ... ... .. .... 58 557 1,942
Less: Stock-based employee compensation expense determined
under fair value based method, netoftax ................. (8,826) (1,283) (3,077

50,295 2,442 (71,537)
Effect of dilutive securities:

Plus: Cumulative preferred stock dividends in arrears ............ — 6,187 —
Net income attributable to common stockholders — as adjusted . ... $50,295 $ 8,629  $(7,537)
Basic net income per common share:
Asteporied ... $ 147 $ 028 $ (094
Asadjusted .. ... $ 126 $ 022 $ (1.11)
Diluted net income per common share:
Asreported ... $ 127 $ 022 $ (099
Asadjusted ... $ 108 $ 021 § (1.11)

The weighted-average fair value, as defined by SFAS No. 123, options granted for the years ended
December 31, 2004, 2003, and 2002 were $11.57, $0.60, and $0.59, respectively.

The fair value of each option grant is estimated on the date of grant using the Black-Scholes option-pricing
model. The Black-Scholes model, as well as other currently accepted option valuation models, was developed to
estimate the fair value of freely tradable, fully transferable options without vesting restrictions, and these
assumptions differ significantly from the characteristics of Company stock option grants. Also, prior to the IPO,
the Company has used the minimum value method as prescribed by SFAS No. 123. The Company included an
expected volatility factor in the Black-Scholes model only after the IPO. The following weighted average
assumptions are used to estimate the fair value of stock option grants in 2004, 2003, and 2002

Years Ended
December 31,
2004 2003 2002
Expected life (years) ... 5 5 5
Risk-free interestrate .............iririnrnrinenennnennannn 3.4% 3.0% 41%
Dividendyield........... ... i . 0.0% 0.0% 0.0%
Expected volatility ... ...... ..ot 69.0% 85.6% —
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TESSERA TECHNOLOGIES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Continued)

Using Black-Scholes, the per share weighted average estimated fair value of rights issued pursuant to the
Company’s 2004 Employee Stock Purchase Plan (“ESPP”) during the year ended December 31, 2004 was $8.94.
The following weighted average assumptions are used in the estimated grant date fair value calculations for
rights to purchase stock under the ESPP:

Years Ended

December 31,
2004 2003 2002
Expected life (years) . ... 2 — —
Risk-free interestrate .......... ... 3.4% — —
Dividend vield . .. ... i i e e 0.0% — —
Expected volatility ............ .. .. ... i 57.7% — —

Comprehensive income (loss)

Comprehensive income (loss) is defined as the change in equity of a business enterprise during a period
from transactions and other events and circumstances from non-owner sources. Comprehensive income (loss)
includes foreign currency translation adjustments arising from the consolidation of the Company’s foreign
subsidiary and unrealized gains and losses on the Company’s short-term investments. Comprehensive income
(loss) is disclosed in the Consolidated Statements of Stockholders’ Equity and Comprehensive Income.

Net income (loss) per share

The Company reports both basic net income (loss) attributable to common stockholders per common share,
which is based upon the weighted average number of common shares outstanding excluding returnable shares,
and diluted net income (loss) attributable to common stockholders per common share, which is based on the
weighted average number of common shares outstanding and dilutive potential common shares outstanding.
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TESSERA TECHNOLOGIES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Continued)

The following table sets forth the computation of basic and diluted net income (loss) attributable to common
stockholders per share (in thousands, except per share amounts):

Years Ended December 31,

2004 2003 2002
Numerator:
Net income from continuing operations .. ............c.coviieiunnnaan.. $59,063 $ 9,355 $ 6,539
Less: Cumulative preferred stock dividends inarrears . ................... —  (6,187) (12,941
Net income (loss) attributable to common stockholders ................ 59,063 3,168 (6,402)
Effect of dilutive securities . ... i i e
Add: Cumulative preferred stock dividends inarrears .................... — 6,187 —
Net income (loss) attributable to common stockholders with assumed
COMVETSIONS . 4 . oottt e et e et e e e et $59,063 $ 9,355 $ (6,402)
Denominator:
Weighted average common shares outstanding . ................ ... .... 40,090 11,151 6,842
Less: Unvested common shares subject to repurchase .................... (13) (10) (58)
Total shares; basiC . . ... .. i i e 40,077 11,141 6,784
Effect of dilutive securities . ...t
Add: Convertible preferred stock . ........ ... ... i — 24241 —
Stock options and Warrants .. ............ i 6,532 6,261 —_
Unvested common shares subject to repurchase . ... ................... 13 10 -—
Total shares; diluted . ....... ... ... i 46,622 41,653 6,784
Net income (loss) per common share; basic . .............ooovvviion.. $ 147 $ 028 $§ (0.94)
Net income (loss) per common share; diluted .......................... $ 127 $ 022 $ (094

The following outstanding mandatorily redeemable cumulative convertible preferred stock and warrants,
common stock warrants, and common stock options were excluded from the computation of diluted net income
per share as they had an antidilutive effect (in thousands):

Years Ended December 31,
2004 2003 2002

Mandatorily redeemable cumulative convertible preferred stock (assuming conversion,

using appropriate conversion ratio, to common shares) ......................... — — 25,555
Mandatorily redeemable cumulative convertible preferred stock warrants (assuming

conversion, using appropriate conversion ratio, to common shares) . .. ............. — — 278
COMMON WAITANLS . . ..ttt i ittt et e et et et ettt e e et e e e — — 417
Common stock OPHONS . . . ..ot e 11 189 6,846

Recent accounting pronouncements

On December 16, 2004, the Financial Accounting Standards Board (FASB) issued FASB Statement No.
123R (revised 2004), “Share-Based Payment” (“Statement 123R”), which is a revision of FASB Statement No.
123, “Accounting for Stock-Based Compensation.” Statement 123R supersedes APB Opinion No. 25,
“Accounting for Stock Issued to Employees”, and amends FASB Statement No. 95, “Statement of Cash Flows.”
Generally, the approach in Statement 123R is similar to the approach described in Statement 123. However,
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
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Statement 123R requires all share-based payments to employees, including grants. of employee stock options, to
be recognized in the income statement based on their fair values. Pro forma disclosure will no longer be an
alternative. The new standard will be effective for the Company in the quarter ending September 30, 2005. The
Company is in the process of assessing the impact of adopting this new standard.

NOTE 3 - COMPOSITION OF CERTAIN FINANCIAL STATEMENT CAPTIONS

Accounts receivable consists of the following (in thousands):

December 31,
2004 2003
Trade .. o e $1,681  $1,500
10 11 1= O 1,582 1,040

$3,263  $2,540

Other current assets consists of the following (in thousands):

December 31,
2004 2003
Deferred taX @SSEE . . .ot ottt e $15632 $ —
(@ 117" 843 1,335

$16,475  $1,335

Property and equipment consists of the following (in thousands):

December 31,
2004 2003
Furniture and equipment . ............ .. i $10,125 $ 8,786
Leasehold improvements . . . ... ... ... i 1,616 1,626
11,741 10,412
Less: Accumulated depreciation and amortization ........................ (9,257) (8,687)

$2484 §$ 1,725

Depreciation and amortization expense for the years ended December 31, 2004, 2003 and 2002, amounted
to $962,000, $895,000 and $927,000, respectively.

Other assets consists of the following (in thousands):

December 31,

2004 2003

Deferred taX @SSt .. vttt e e e $9,036 $—
Other o e e 85 102
$9,121  $102
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Accrued liabilities consist of the following (in thousands):

December 31,
2004 2003
Employee compensation and benefits ............... e $2,519 51439
Legal fees . ... o 487 1,246
Other ... e SRV 609 329

53615 53014

NOTE 4 - MANDATORILY REDEEMABLE CUMULATIVE CONVERTIBLE PREFERRED STOCK

At December 31, 2002, the Company had outstanding 25,123,676 shares of mandatorily redeemable
convertible preferred stock (“preferred stock™) with a carrying value of $96,000,000. The shares of preferred
stock were designated in series, and each share of Series A, B, C, D, E and E-1 was convertible into one share of
common stock, with the exception of 3,384,112 shares of Series B preferred stock each of which was convertible
into 1.136 shares of common stock. ‘

During 2003, the Company repurchased 535,998, 30,832, 13,332 and 128 shares of Series C, D, E and E-1
preferred stock with a total carrying value of $2,344,000. These shares were repurchased for a total of
$1,448,000. Also, as a result of a cashless exercise of Series B preferred stock warrant, the Company issued
27,472 shares of Series B preferred stock.

Holders of each series of preferred stock were entitled to dividends beginning December 28, 1999 at a rate
of 10% per annum of such stock compounded on an annual basis. At December 31, 2002 and June 30, 2003, the
cumulative preferred stock dividends in arrears were $35,052,000 and $41,239,000, respectively. In August
2003, the Company’s stockholders approved an amendment and restatement of its Restated Certificate of
Incorporation. Under the Restated Certificate of Incorporation, a stock dividend in the form of 2,759,983 shares
of new Series F preferred stock was declared and issued in satisfaction of the dividends cumulated through June
30, 2003, and no dividends would be cumulated after June 30, 2003. Each share of the new Series F preferred
stock was valued at $10.00, the deemed fair value of one share of common stock. In addition, all 575,434
outstanding shares of Series E-1 preferred stock were reclassified and converted into 690,527 shares of Series E
preferred stock.

The Company completed its IPO in November 2003. Immediately prior to its IPO, the Company had
outstanding 27,445,934 shares of Series A, B, C, D, E and F preferred stock. Each share of Series A, B, C, D, E
and F was convertible into one share of common stock, with the exception of 3,411,584 shares of Series B
preferred stock each of which was convertible into 1.136 shares of common stock. All of the issued and
outstanding shares of preferred stock were automatically converted into 27,911,150 shares of common stock
upon the consummation of the IPO.

NOTE 5 - STOCKHOLDERS’ EQUITY
Preferred stock ‘

In August 2003, the Company’s stockholders approved an amendment and restatement of its Restated
Certificate of Incorporation. Under the Restated Certificate of Incorporation, the Company authorizes 10,000,000
shares of $0.001 par value preferred stock.
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Repurchase of common stock

As part of the Company’s reorganization in January 2003, the Company repurchased 134,666 shares of
common stock for a total of $269,000 from several stockholders’ that exercised their dissenters’ rights. The
shares were repurchased at a price of $2.01 per share, and were cancelled by the company after the repurchase.

Preferred and common stock warrants

On May 5, 1999, the Company issued a warrant, in connection with an existing lease arrangement, to
purchase 21,588 shares of Series C Preferred Stock at an exercise price of $7.50 per share. The warrants expired
the earlier of 2009 or 5 years following a qualified public offering. The fair value of these warrants was
determined to be $63,000 based on the Black-Scholes option-pricing model. This amount has be included as part
of other expenses. Upon completion of the initial public offering on November 13, 2003, this warrant has
converted into common stock warrant. During the secondary public offering (*“Secondary Offering”) in 2004,
21,290 shares were exercised.

On February 4, 2000, in connection with the issuance of Series E preferred stock, the Company issued
warrants to a financial advisor to purchase 235,321 shares of common stock at an exercise price of $7.50 per
share. The warrants expired the earlier of 2005 or 24 months following a qualified public offering. The warrants
include rights and provisions similar to those granted to the holders of Series E preferred stock. The Company
determined the fair value of the warrants to be $876,000, based on the Black-Scholes option-pricing model and
the amount has been recognized immediately as stock issuance costs. Upon completion of the initial public
offering on November 13, 2003, this warrant has converted into common stock warrant. In 2004, the warrant was
transferred to various individuals and 200,434 shares were exercised.

On February 17, 2000, the Company issued warrants, in connection with an existing lease arrangement, to
purchase 6,666 shares of Series E Preferred Stock at an exercise price of $7.50 per share. The fair value of these
warrants was determined to be $50,000 based on the Black-Scholes option-pricing model. This amount has been
included as part of other expenses. Upon completion of the initial public offering on November 13, 2003, this
warrant has converted into a warrant to purchase shares of common stock.

On July 1, 2000, the Company issued warrants to purchase 16,666 shares of the Company’s common stock
at an exercise price of $9.00 per share in connection with the issuance of Series E-1 preferred stock. The warrants
expire the earlier of 2005 or 24 months following a qualified public offering. The warrants include rights and
provisions similar to those granted to the holders of Series E preferred stock. The Company determined the fair
value of the warrants to be $133,000 using the Black-Scholes option-pricing model and the amount has been
recognized immediately as stock issuance costs. In 2004, the warrant was transferred to various individuals and
12,500 shares were exercised.

On August 29, 2000, the Company issued warrants to consultants to purchase an aggregate of 240,000
shares of the Company’s common stock, at an exercise price of $4.50 per share. The warrants expired

unexercised in August 2002.

At December 31, 2004, the Company has reserved 46,017 shares of common stock for the exercise of
warrants.
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Tax benefits from stock options

During the year ended December 31, 2004, 2003, and 2002 various employees exercised their fully-vested
non-qualified stock options. The tax benefits from such employee stock option transactions reduced the
Company’s income taxes currently payable for federal and state purposes. These benefits totaled $0, $63,000 and
$0 and were reflected as a credit to Stockholders’ Equity.

Stock Option Plans
The 1991 Plan

In November 1991, the Company adopted the 1991 Stock Option Plan (the “1991 Plan™). Under the 1991
Plan, incentive stock options may be granted to the Company’s employees at an exercise price of no less than
100% of the fair value on the date of grant, and nonstatutory stock options may be granted to the Company’s
employees, non-employee directors and consultants at an exercise price of no less than 85% of the fair value. In
the case of incentive stock options, when the optionees own stock representing more than 10% of the voting
power of all classes of stock of the Company, the exercise price shall be no less than 110% of the fair value on
the date of grant. All options granted to date under the 1991 Plan have been granted at an exercise price equal to
the fair value of the Company’s common stock on the date of grant. Options granted under the 1991. Plan
generally have a term of ten years from the date of grant and vest over a four year period. After December 1996,
no further options were granted from this plan, nor does the Company have any intention of issuing additional
grants under this plan. As of December 31, 2004, there were no shares reserved for grant under this plan.

The 1991 Plan permits the granting of stock appreciation rights (“SAR”) in connection with any option
granted thereunder. In lieu of exercising a stock option, SAR holders are entitled, upon exercise of a SAR, to
receive cash or common shares or a combination thereof in an amount equal to the excess of the market value of
such vested shares on the date of exercise over the option price. The Company has never issued any SARs.

The 1996 Plan

In December 1996, the Company adopted the 1996 Stock Option Plan (the “1996 Plan”). Under the 1996
Plan, incentive stock options may be granted to the Company’s employees at an exercise price of no less than
100% of the fair value on the date of grant, and nonstatutory stock options may be granted to the Company’s
employees, non-employee directors and consultants at an exercise price of no less than 85% of the fair value. In
both cases, when the optionees own stock representing more than 10% of the voting power of all classes of stock
of the Company, the exercise price shall be no less than 110% of the fair value on the date of grant. For options
granted with an exercise price below fair market value, a stock-based compensation charge has been determined.
Options granted under the 1996 Plan generally have a term of ten years from the date of grant and vest over a
four-year period. Shares issued in connection with the exercise of unvested options are subject to repurchase by
the Company until such options would have vested. After February 1999, no further options were granted from
this plan, nor does the Company have any intention of issuing additional grants under this plan. As of December
31, 2004, there were no shares reserved for grant under this plan.

The 1999 Plan

In February 1999, the Company adopted the 1999 Stock Option Plan (1999 Plan”), which was approved by
the stockholders in May 1999. The terms of the 1999 Plan are similar to the terms of the 1996 Plan. After
December 2002, no further options were granted under this plan, nor does the Company have any intention of
issuing additional grants under this plan. As of December 31, 2004, there were no shares reserved for grant under
this plan.
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The 2003 Plan

In February 2003, the Board of Directors adopted, and the Company stockholders approved, the 2003 Equity
Incentive Plan (the “2003 Plan”). The terms of the 2003 Plan are similar to the terms of the 1999 Plan. The 2003
Plan permits the granting of restricted stock either alone, in addition to, or in tandem with any options granted
thereunder. As of December 31, 2004, there were 1,744,605 shares reserved for grant under this plan.

A summary of all option activity is presented below (number of shares in thousands):

Options Outstanding
Weighted
Shares Number Average
Available of Shares Exercise Price
Balance at December 31,2001 ... ... ... 1,037 6,822 $ 217
Additional shares authorized ......... ... ... .. ... . ... .. ... ... 2,000 —_— —
Options granted .. ...ttt (2,115) 2,115 325
Options exercised .. ... — (384) 1.48
Optioncanceled ....... ... .. 267 (349) 2.83
Balance at December 31,2002 . .. ... ... ... 1,189 8,204 2.45
Additional shares authorized ............... ... ... ... ... .. ... ... 2,100 — —
Options granted . ....... ... .. i (1,437 1,437 4.81
Options eXercised . ... ...ttt — (613) 1.74
Optioncanceled ....... ... .. . i 608 (641) 3.42
Balance at December 31,2003 . .. ... .o e 2,460 8,387 2.83
Additional shares authorized .......... ... ... .. .. 1,000 — —
Options granted ... ... . ...t (1,865) 1,865 19.40
Optionsexercised . ... ... ot — (3484 2.58
Optioncanceled . ...... ... . i 150 (150) 7.30
Balance at December 31,2004 . . . ... o 1,745 6,618 $ 7.50

At December 31, 2004, only the cancellations under the 1999 Plan are recorded as available for grant. Based
on a Board of Directors decision, cancellations under the 1991 and 1996 Plans are not considered available for
grant.

The following table summarizes information about stock options outstanding and exercisable under all plans
at December 31, 2004 (number of shares in thousands):

Options Qutstanding Options Exercisable

Weighted

Average Weighted

Remaining Weighted Average
Range of exercise Contractual Average Number Exercise
prices: Number of Shares Life (in years) Exercise Price of Shares Price
$0.53-$1.63 1,147 443 $1.51 1,147 $1.51
$2.10-$2.63 1,452 6.09 2.21 1,279 2.23
$3.25-37.00 2,147 7.53 4.25 991 - 440
$9.00-17.75 1,088 9.28 16.91 89 14.03
$17.84-$38.25 784 9.41 21.94 165 18.21
$0.15-$9.60 6,618 7.19 $7.50 3,671 $3.60
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Stock-based compensation

The stock-based compensation expense related to stock options granted to employees is detailed as follows
(in thousands):

December 31,
2004 2003 2062
CoStOf TEVENUES . .\ v ittt et $— S$ 1 §$ 3
Research and development ............................. 56 397 527
Selling, general and administrative ....................... 175 712 1,412
Total ..o e $231  $1,110  $1,942

The Company recorded a total of $20,128,000 in unearned compensation through December 31, 2004,
representing the difference between the fair value of common stock at the date of grant and the exercise price of
such options.

Stock-based compensation expense related to stock options granted to non-employees is recognized as
services are rendered. At each reporting date, the Company revalues the stock-based compensation expense
related to unvested non-employee options using the Black-Scholes option-pricing model. As a result, stock-based
compensation expense will fluctuate with changes in the fair market value of the Company’s common stock. In
connection with the grant of stock options to consultants, the Company recognized stock-based compensation
expense of $173.000, $553,000, and $308,000 during fiscal 2004, 2003 and 2002, respectively.

Employee Stock Purchase Plan

In August 2003, the Company adopted the ESPP, and the Company’s stockholders approved the plan in
Septeinber 2003. The plan is designed to allow eligible employees and the eligible employees of participating
subsidiaries to purchase shares of common stock, at semi-annual intervals, with their accumulated payroll
deductions.

The Company initially reserved 200,000 shares of our common stock for issuance under the plan. The
reserve will automatically increase on the first day of each fiscal year during the term of the plan by an amount
equal to the lesser of (1) 200,000 shares, (2) 1.0% of the Company’s outstanding shares on such date or (3) a
lesser amount determined by the board of directors.

The plan will have a series of consecutive, overlapping 24-month offering periods. The first offering period
commenced February 1, 2004, the effective date of the plan, as determined by the board of directors.

Individuals who own less than 5% of the Company’s voting stock and are scheduled to work more than 20
hours per week for more than five calendar months per year may join an offering period on the first day of the
offering period or the beginning of any semi-annual purchase period within that period. Individuals who become
eligible employees after the start date of an offering period may join the plan at the beginning of any subsequent
semi-annual purchase period.

Participants may contribute up to 20% of their cash earnings through payroll deductions, and the
accumulated deductions will be applied to the purchase of shares on each semi-annual purchase date. The
purchase price per share will be equal to 85% of the fair market value per share on the participant’s entry date
into the offering period or, if lower, 85% of the fair market value per share on the semi-annual purchase date.
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If the fair market value per share of the Company’s common stock on any purchase date is less than the fair
market value per share on the start date of the two-year offering period, then that offering period will
automatically terminate, and a new 24-month offering period will begin on the next business day. All participants
in the terminated offering will be transferred to the new offering period.

In the event of a proposed sale of all or substantially all of the Company’s assets, or merger with or into
another company, the outstanding rights under the plan will be assumed or an equivalent right substituted by the
successor company or its parent or subsidiary. If the successor company or its parent refuses to assume the
outstanding rights or substitute an equivalent right, then all outstanding purchase rights will automatically be
exercised prior to the effective date of the transaction. The purchase price will be equal to 85% of the market
value per share on the participant’s entry date into the offering period in which an acquisition occurs or, if lower,
85% of the fair market value per share on the date the purchase rights are exercised.

The plan will terminate no later than the tenth anniversary of the plan’s initial adoption by the board of
directors.

As of December 31, 2004, an aggregate of 29,109 common shares were purchased.

NOTE 6 - BENEFIT PLAN

In November 1995, the Company established a 401(k) plan that allows voluntary contributions by all
employees upon their hire date. Eligible employees may elect to contribute up to the maximum amount allowed
under Internal Revenue Service regulations. The Company does not currently match employee contributions.

Related to the 401(k) plan, the Company recognized expense of approximately $35,000, $29,000 and
$10,000 during the years ended December 31, 2004, 2003 and 2002, respectively.

NOTE 7 - INCOME TAXES

The benefit from (provision for) taxes on earnings was as follows (in thousands):

Years Ended December 31,
2004 2003 2002
Federal: ‘
CUITENL &+ o v ettt e e e e e $ (343 % (213) $ —
Deferred . ... 19,119 — —
18,776 (213) —

State: ‘
CUITENT o ettt e e e e e : — — —
Deferred . ... oo 5,549 — —

. 5,549 — —
Foreign withholding tax . ................ .. e (73D (1,413)  (1,318)
Total benefit from (provision for) income taxes ......... $22,594  $(1,626) $(1,318)

At December 31, 2003, the Company had deferred tax assets of $26,829,000 which were fully reserved with a
tax valuation allowance. During 2004, the deferred tax assets increased by approximately $16,043,000 to
$42,872,000. Additionally during 2004, the Company determined that it is more likely than not that certain future
tax benefits will be realized as a result of historic and current income, prospects of future book income and
resolution of the Samsung litigation. Accordingly, the Company reduced the tax valuation allowance by
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$24,668,000 to reflect the anticipated utilization of the deferred tax assets. The remaining deferred tax asset of
$18,204,000 relate to deferred tax assets from federal and state net operating losses resulting from stock option
deductions. Due to the uncertainty regarding the realization of the tax assets, a valuation allowance of $18,204,000
has been recorded. When recognized, the tax benefit from the loss carryforwards will be accounted for as a eredit to
additional paid in capital.

The provision for foreign taxes for the years ended December 31, 2004, 2003 and 2002 relate solely to
foreign withholding taxes paid on royalty revenues earned in foreign jurisdictions.

Deferred tax assets are related to the following (in thousands):

December 31,
2004 2003
Net operating loss carryforwards ............ ... ... ... ... .. $ 33,668 $ 20,136
Credits . .o e 5,636 3,109
Expenses not currently deductible ................ ... ... ... 2,697 2,573
Capitalized research and developmentcosts ................... 871 1,011
Gross deferred tax aSSet . ..o vttt e 42,872 26,829
Valuation allowance ............. ... ... .o (18,204)  (26,829)
Net deferred tax aSSet . ..o v v v ettt e $24668 S —

A reconciliation of the statutory U.S. federal income tax rate to the Company’s effective rate is as follows:

December 31,
2004 2003 2002
Tax at federal statutoryrate ........... ... ... ... ..., 35.00% 34.00% 34.00%
State, net of federal benefit ............................ 575% 5.13% 5.25%
Stock-based compensation . ......... . ... (1833)% 0.00% 8.41%
True-up of prior year taxes & other ...................... 2.14% (5.70)% (9.83)%
Foreign withholding tax ................ ... . ... .. .... 4.73% 12.84% 16.78%
Credits ... 4.30)% (1.36)% (0.37)%
Change in valuation allowance ......................... (86.94)% (30.14)% (37.46)%
Total ... (61.95)% 14.77% 16.78%

As of December 31, 2004, the Company had federal net operating loss carryforwards of approximately
$87,960,000 and state net operating loss carryforwards of approximately $50,122,000. Approximately
$44,672,000 of the federal and state net operating loss carryforwards related to stock option deductions. The
difference between the federal and state net operating loss carryforwards is attributable to the capitalization of
research and development costs for state purposes. These operating loss carryforwards began to expire on various
dates beginning in 2002, and will continue to expire through 2022.

NOTE 8 - COMMITMENTS AND CONTINGENCIES
Lease Commitments

The Company leases its facility and office equipment under operating leases which expire through
2011. Rent expense for the years ended December 31, 2004, 2003 and 2002 amounted to $437,000,
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$525,000 and $443,000, respectively. As of December 31, 2004, future minimum lease payments are as
follows (in thousands): ‘

2005 o $ 379
2000 . e 377
2007 L 368
2008 368
2000 L 368
Thereafter ....... . . 521

$2,381

Contingencies

On February 1, 2000, Texas Instruments (“TI”) initiated a declaratory judgment action in the U.S. District
Court for the Central District of California against the Company regarding the Company’s U.S. Patents
Nos. 5,852,326, 5,679,977 and 5,347,159. On March 13, 2000, the Company responded by denying the
allegations and filing a counterclaim alleging infringement of the Company’s U.S. Patents 5,852,326 and
5,679,977 and breach of contract for failing to pay royalties on products Texas Instruments made that were
covered by these patents and by a license agreement between them. On June 2, 2000, the lawsuit was transferred
to the U.S. District Court for the Northern District of California (Texas Instruments, Inc. v. Tessera, Inc., Civ.
No. 00-2114CW ) and the dispute was narrowed to the 5,852,326 and 5,679,977 patents.

On December 31, 2001, the Company and TI entered into an agreement to settle the parties’ disputes
regarding the 1996 License Agreement and TI's alleged infringement of the 5,679,977 and 5,852,326 patents.
The settlement resulted in a dismissal of the case on January 9, 2002. Under the terms of the settlement, the
parties released each other from all pending claims and counterclaims. TI agreed to make a one-time payment to
the Company for all claims between the parties arising from activities prior to January 1, 2002. The Company
recognized payments related to 2001 as intellectual property revenues. The remaining portion of the settlement
relating to prior year royalty obligation was recognized as other intellectual property revenues. TI also executed a
royalty-bearing license for certain semiconductor package types, which was recognized as intellectual property
revenues in January 2002 as the License Agreement’s effective date was January 1, 2002.

On March 28, 2001, the Company filed two actions against Sharp for infringing the Company’s U.S. Patents
5,852,326 and 5,679,977, one in the U.S. District Court for the Northern District of California (Tessera, Inc. v.
Sharp Corporation and Sharp Electronics Corporation, Civ. No. 00-20337 JW ) and one in the International Trade
Commission (“ITC”) (In re Certain Semiconductor Chips with Minimized Chip Package Size and Products
Containing Same, ITC Inv. No. 337-TA-432). On September 25, 2001, an ITC administrative law judge found in
a written decision that Sharp’s products infringed the Company’s patents and that the Company’s patents were
not invalid and were enforceable. The full commission affirmed this decision on November 15, 2001. The parties
settled both lawsuits on January 24, 2002.

The Company settled with Sharp, whose face-up chip-scale packages were determined to be in violation of
the Company’s patents for semiconductor packaging. Under the terms of the settlement, the parties released each
other from all pending claims and counterclaims. Sharp agreed to make a payment of $5,000,000 to the Company
for all claims between the parties arising from activities before the execution of the Settlement Agreement. Upon
execution of the Settlement Agreement, both parties entered into a royalty bearing Immunity Agreement
covering certain semiconductor package types, which was recognized as intellectual property revenues and other
intellectual property revenues. Following the execution of the Settlement Agreement, the parties asked the
Commission to delay the entry of any exclusion and/or cease and desist orders to give the parties an opportunity
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to file a joint motion for termination of the investigation. The ITC investigation has now been terminated. The
Company recognized payments related to 2002 as intellectual property revenues.

On December 6, 2002, Technology Funding Venture Partners V, An Aggressive Growth Fund, L.P., or Tech
Funding, a stockholder of Tessera, Inic., made a written demand on Tessera, Inc. for the repurchase of 48,502
shares of Tessera, Inc.’s Common Stock and 444,444 shares of Tessera, Inc.’s Series B 10% Cumulative
Convertible Preferred Stock, or Series B Stock, that Tech Funding held prior to the reorganization of Tessera,
Inc. as a wholly-owned subsidiary .of the Company. On May 12, 2003, Tech Funding filed a complaint against
Tessera, Inc. as required by the California Corporations Code in order to perfect its rights as a dissenting
shareholder in connection with the reorganization, and thereby to receive payment for its shares. On September
25, 2003, we and Tech Funding agreed to settle its dissenter’s claims by allowing Tech Funding to participate as
a selling shareholder in our initial public offering on the same terms as our other shareholders. On the same day,
Tech Funding dismissed its complaint with prejudice, thereby terminating its rights as a dissenting shareholder.

As described below, during the fiscal year ending December 31, 2004, we were involved in a lawsuit with
Samsung Electronics Company, Ltd., one of our customers, and its U.S. subsidiaries Samsung Electronics
America and Samsung Semiconductor, Inc. (collectively “Samsung”).

On December 16, 2002, Samsung Electronics Company, Ltd. initiated a declaratory judgment action against
the Company in the U.S. District Court for the Northern District of California seeking a declaratory judgment,
alleging that: (1) it had not breached the license agreement it entered into with the Company in 1997 allegedly
because its MWBGA, TBGA, FBGA, MCP and laminate based wBGA semiconductor chip packages are not
covered by the license agreement and, therefore, it owes the Company no royalties for such packages; (2) the license
agreement remained in effect because it was not in breach for failing to pay royalties for such packages and,
therefore, the Company’s termination of the license agreement was not effective; (3) its MWBGA, TBGA, FBGA,
MCP and laminate based wBGA semiconductor chip packages did not infringe the Company’s U.S. Patents Nos.
5,852,326, 5,679,977, 6,433,419 and 6,465,893; and (4) these four Tessera patents were invalid and unenforceable.

On February 18, 2003, the Company filed an answer in which the Company denied Samsung’s allegations,
including its allegations that the Company’s patents are invalid or unenforceable. The Company also filed a
counterclaim in which the Company alleged that: (1) Samsung Electronics Company, Ltd. had breached the
license agreement by, among other things, failing to pay the Company royalties for the use of the Company’s
U.S. Patents 5,852,326, 5,679,977, 6,433,419, 6,465,893, 5,950,304 and 6,133,627; (2) the Company’s
termination of the 1997 license agreement was effective and the 1997 license agreement was terminated; and (3)
Samsung and its U.S. subsidiaries Samsung Electronics America and Samsung Semiconductor, Inc. had infringed
these six Tessera patents.

On November 16, 2004, after trial of the parties’ contentions of breach on contract and the underlying patent
issues had commenced, the parties executed a Memorandum of Understanding (“MOU”), agreeing to settle the
litigation and ending the trial. The court conditionally dismissed the lawsuit on November 17; 2004. Thereafter,
on January 26, 2005, the parties executed a definitive Settlement Agreement and a Restated License Agreement,
formalizing the MOU. The parties executed a Stipulated Dismissal with Prejudice on February 2, 2005, which the
court signed on February 4, 2005, finally dismissing the [awsuit.

NOTE 9 - SEGMENT AND GEOGRAPHIC INFORMATION

The Company has adopted SFAS No. 131 “Disclosure about Segments of an Enterprise and Related
Information.” Based on its operating management and financial reporting structure, the Company has determined
that it has one reportable business segment: developing and licensing of advanced packaging technologies.
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The Company’s revenues are generated from licensees headquartered in the following geographic regions
(in thousands):

Years Ended December 31,

2004 2003 2002
United States . ..ot vt e $41,019 $22,744  $12,299
Taiwan . ... 1,084 468 1,517
SIngapore ... 738 — —
Korea ... ..ot 6,534 1,581 2,218
Japan .. ... 22,744 11,926 11,691
Burope ...... ... ... — 24 537
Other ... . e 617 578 8

§72,736  $37,321  $28,270

All of the Company’s long-lived assets are located in the United States.

NOTE 10 - RELATED PARTY TRANSACTIONS

On June 1, 1999, a member of the Board of Directors was engaged by the Company as a consultant,
advising the Chief Executive Officer and other Company executives on business matters, for a period of three
years for a monthly fee of $5,000. In connection with this contract, the Director was granted an option to
purchase 226,666 and 82,000 shares of common stock in 1999 and 2001 with exercise prices of $1.50 and $2.10
per share, respectively. The Company has recognized $48,000, $69,000 and $35,000 of consulting expenses in
2004, 2003 and 2002, respectively. On May 19, 2004, the Director retired as a member of the Board of Directors.

On June 1, 2001, a member of the Company’s Board of Directors was engaged by the Company as a
consultant to provide business development and strategic planning advice and assistance relating to government
research and development contracts and semiconductor and wireless opportunities. In lieu of receiving any cash
compensation for his consulting services, the Director was granted an option to purchase 324,000 shares of the
Company’s common stock at an exercise price of $2.10 per share. These options vest over a period of three
years. At each reporting date, the Company revalues the stock-based compensation expenses related to the
unvested options using the Black-Scholes option-pricing model. At December 31, 2004, the option was fully
vested. The Company has recognized $93,000 and $513,000 of compensation expenses related to these options in
2004 and 2003, respectively.

NOTE 11 - SUBSEQUENT EVENT

On March 1, 2005, the Company filed a lawsuit against Micron Technology, Inc. and its subsidiary Micron
Semiconductor Products, Inc. (collectively “Micron”) and against Infineon Technologies AG, Infineon
Technologies Richmond LP and Infineon Technologies North America Corp. (collectively “Infineon”) in the U.S.
District Court for the Eastern District of Texas, alleging infringement of the Company’s U.S. Patents 5,852,326,
5,679,971, 6,433,419, 6,465,893, and 6,133,627 arising from Micron’s and Infineon’s respective manufacture, use,
sale, offer to sell and/or importation of certain packaged semiconductor components and assemblies thereof. We
seek to recover damages, up to treble the amount of actual damages, together with attorney’s fees and costs. We also
seek to enjoin Micron and Infineon from continuing to infringe these patents in the future.

This proceeding has just begun, and the Company cannot predict its outcome. Discovery has not begun, and
no trial date has yet been set. An adverse decision in this proceeding could significantly harm our business.
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Exhibit 31.1

Certification of Chief Executive Officer
Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002

I, Bruce M. McWilliams, certify that:
1. Thave reviewed this annual report on Form 10-K of Tessera Technologies, Inc.;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state
a material fact necessary to make the statements made, in light of the circumstances under which such
statements were made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this report,
fairly present in all material respects the financial condition, results of operations and cash flows of the
registrant as of, and for, the periods presented in this report;

4. The registrant’s other certifying officer and I are responsible for establishing and maintaining disclosure
controls and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal control
over financial reporting (as defined in Exchange Act Rules 13-a-15(f) and 15d-15(f)) for the registrant and
have:

a) designed such disclosure controls and procedures, or caused such disclosure controls and procedures to
be designed under our supervision, to ensure that material information relating to the registrant,
including its consolidated subsidiaries, is made known to us by others within those entities, particularly
during the period in which this report is being prepared;

b) designed such internal control over financial reporting, or caused such internal control over financial
reporting to be designed under our supervision, to provide reasonable assurance regarding the
reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles;

¢) evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this
report our conclusions about the effectiveness of the disclosure controls and procedures, as of the end
of the period covered by this report based on such evaluation; and

d) disclosed in this report any change in the registrant’s internal control over financial reporting that
occurred during the registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in the
case of an annual report) that has materially affected, or is reasonably likely to materially affect, the
registrant’s internal control over financial reporting; and

5. The registrant’s other certifying officer and I have disclosed, based on our most recent evaluation of internal
control over financial reporting, to the registrant’s auditors and the audit committee of the registrant’s board
of directors (or persons performing the equivalent functions):

a) all significant deficiencies and material weaknesses in the design or operation of internal control over
financial reporting which are reasonably likely to adversely affect the registrant’s ability to record,
process, summarize and report financial information; and

b) any fraud, whether or not material, that involves management or other employees who have a
significant role in the registrant’s internal control over financial reporting.

Date: March 14, 2005 /s/ BRUCE M. MCWILLIAMS

Bruce M. McWilliams
Chief Executive Officer




Exhibit 31.2

Certification of Chief Financial Officer
Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002

I, R. Douglas Norby, certify that:

1. Thave reviewed this annual report on Form 10-K of Tessera Technologies, Inc.;

2.  Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state
a material fact necessary to make the statements made, in light of the circumstances under which such
statements were made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this report,
fairly present in all material respects the financial condition, results of operations and cash flows of the
registrant as of, and for, the periods presented in this report;

4. The registrant’s other certifying officer and I are responsible for establishing and maintaining disclosure
controls and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal control
over financial reporting (as defined in Exchange Act Rules 13-a-15(f) and 15d-15(f)) for the registrant and
have:

a) designed such disclosure controls and procedures, or caused such disclosure controls and procedures to
be designed under our supervision, to ensure that material information relating to the registrant,
including its consolidated subsidiaries, is made known to us by others within those entities, particularly
during the period in which this report is being prepared;

b) designed such internal control over financial reporting, or caused such internal control over financial
reporting to be designed under our supervision, to provide reasonable assurance regarding the
reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles;

c) evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this
report our conclusions about the effectiveness of the disclosure controls and procedures, as of the end
of the period covered by this report based on such evaluation; and

d) disclosed in this report any change in the registrant’s internal control over financial reporting that
occurred during the registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in the
case of an annual report) that has materially affected, or is reasonably likely to materially affect, the
registrant’s internal control over financial reporting; and

5. The registrant’s other certifying officer and I have disclosed, based on our most recent evaluation of internal
control over financial reporting, to the registrant’s auditors and the audit committee of the registrant’s board
of directors (or persons performing the equivalent functions):

a) all significant deficiencies and material weaknesses in the design or operation of internal control over
financial reporting which are reasonably likely to adversely affect the registrant’s ability to record,
process, summarize and report financial information; and

b) any fraud, whether or not material, that involves management or other employees who have a
significant role in the registrant’s internal control over financial reporting.

Date: March 14, 2005 /s/  R.DouGLAS NORBY

R. Douglas Norby
Chief Financial Officer



Exhibit 32.1

CERTIFICATION PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002
(18 U.S.C. SECTION 1350)

In connection with the Annual Report of Tessera Technologies, Inc., a Delaware corporation (the
“Company”), on Form 10-K for the year ending December 31, 2004 as filed with the Securities and Exchange
Commission (the “Report”), I, Bruce M. McWilliams, President and Chief Executive Officer of the Company,
certify, pursuant to § 906 of the Sarbanes-Oxley Act of 2002 (18 U.S.C. § 1350), that to my knowledge:

(1) The Report fully complies with the requirements of section 13(a) or 15(d) of the Securities Exchange
Act of 1934, as amended; and :

(2) The information contained in the Report fairly presents, in all material respects, the financial condition
and result of operations of the Company.

/s/ BRUCE M. MCWILLIAMS

Bruce M. McWilliams
President and Chief Executive Officer
March 14, 2005

CERTIFICATION PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002
(18 U.S.C. SECTION 1350)

In connection with the Annual Report of Tessera Technologies, Inc, a Delaware corporation (the
*Company”), on Form 10-K for the year ending December 31, 2004 as filed with the Securities and Exchange
Commission (the “Report”), I, R. Douglas Norby, Chief Financial Officer and Senior Vice President of the
Company, certify, pursuant to § 906 of the Sarbanes-Oxley Act of 2002 (18 U.S.C. § 1350), that to my
knowledge:

(1) The Report fully complies with the requirements of section 13(a) or 15(d) of the Securities Exchange
Act of 1934, as amended; and

(2) The information contained in the Report fairly presents, in all material respects, the financial condition
and result of operations of the Company.

/s/  R.DouGLAS NORBY

R. Douglas Norby
Chief Financial Officer and Senior Vice President
March 14, 2005
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SPECIAL NOTE REGARDING FORWARD-LOOKING STATEMENTS

This annual report includes forward-looking statements within the meaning of Section 27A of the Securities Act
of 1933 and Section 21E of the Securities Exchange Act of 1934. All statements other than statements of historical facts
contained in this annual report, including statements regarding our future financial position, business strategy and plans

]

and objectives of management for future operations, are forward-looking statements. The words “believe,” “may,”
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“will,” “estimate,” “continue,” “anticipate,” “intend,” “expect” and similar expressions, as they relate to us, are in-
tended to identify forward-looking statements. We have based these forward-looking statements largely on our current
expectations and projections about future events and financial trends that we believe may affect our financial condition,
results of operations, business strategy and financial needs. These forward-looking statements are subject to a num-
ber of risks, uncertainties and assumptions described in “Risk Factors” and elsewhere in this annual report, including,

among other things:

« industry adoption of our packaging technalogy;

« legal proceedings affecting our patents or patent technologies and the costs we incur in connection with these proceedings;

« difficulties we have in verifying royalty amounts under our licensing agreements;

+ concentration of our revenues in a few customers and a few market segments;

* risks inherent in our services business, including sanctions unique to performing government contracts;

« risks associated with potential acquisitions by us of businesses or technologies;

» our failure to protect or enforce our intellectual property rights;

» delays in our introduction of new technologies or market acceptance of these new technologies through new
license agreements; and

= risks of implementing Section 404 requirements in new accounting and other systems currently being installed.

These risks are not exhaustive. Other sections of this annual report include additional factors which could ad-
versely impact our business and financial performance. Moreover, we operate in a very competitive and rapidly changing
environment. New risk factors emerge from time to time and it is not possible for our management to predict all risk factors,
or to assess the impact of all factors on our business or the extent to which any factor, or combination of factors, may

cause actual results to differ materially from those contained in any forward-looking statements.

You should not rely upon forward-looking statements as predictions of future events. We cannot assure you that
the events and circumstances reflected in the forward-looking statements will be achieved or occur and actual results could

differ materially from those projected in the forward-locking statements.
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